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Encyclopedic Dictionary of Business 


Prepared by the Editorial Staff of 
PRENTICE-HALL, INc., New York, N. Y,, 
1952. Pages: 704; $10.00. 


This is a unique book. It is designed to pro- 
vide information quickly on terms, procedures, 
and other aspects of certain businesses and 
professions, and as to administrative func- 
tions common to all businesses. The Diction- 
ary covers the broad fields of accounting, 
advertising, business forecasting, correspond- 
ence, credits and collections, finance, foreign 
trade, industrial relations, insurance, law, 
marketing, mathematics, office management, 
purchasing, real estate, retailing, regulation 
of business, sales management, taxes, and 
trafic management. 

On the whole, the material is presented in 
a manner not too technical for general ref- 
erence. Some subjects are dealt with rather 
comprehensively (for a practical dictionary), 
with illustrations and charts, others are re- 
ferred to rather sketchily. For example, close 
to six pages (including pictures) are devoted 
to the subject of shipping containers, whereas 
estate planning was allotted about one half 
a page, inadequately explained, and no ref- 
erence made to the problem of related taxes. 

Despite the noted shortcomings, which are 
perhaps inevit:.ble in a book of this sort, par- 
ticularly the first edition, professionals and 
business executives will nevertheless find a 
great deal of useful information in_ this 
Dictionary. More than 3,000 items are cov- 
ered in its 700 pages. 

Accountants will find explanations of terms 
and procedures common to the law and busi- 
ness, and descriptions of business management 
techniques. This can be useful where the 
accountant strives to act as a business advisor 
and consultant. Another subject of interest 
and value is the explanation of important 
business laws such as the Taft-Hartley Act, 
Sherman Act, Robinson-Patman Act, Securi- 
ties and Exchange Act, and a number of other 
laws on which accountants should be reason- 
ably well informed. 

The book is not an encyclopedia, with the 
most detailed explanation of every term listed. 
Nor is it merely a dictionary contaming 
definitions alone. It is a combination of both 
and it therefore may serve to answer many 
of the every-day questions that arise. 

Max Brock 
New York, N. Y. 


Financial Statement Analysis 
(Second Edition) 
3y John N. Myer. Prentice-HA11, INC, 
New York, N. Y., 1952. Pages: XV + 
272, $4.50. 


This is the second edition of a book origi- 

nally published by Prentice-Hall in 1941. 
(Continued on page 176) 
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He Went Out to Meet Them 


ITH FLARES AND WHISTLES and blaring 
bugles, the Reds had been attacking fanati- 
cally all night. Wave after wave they came, in 


overwhelming numbers. 


By dawn, Jerry Crump could see that his posi- 
tion alone was keeping them from overrunning 
L Company. Twice he went out to meet them with 
his bayonet. Once he retook a captured machine 
gun. And four times he left shelter to bring in 
wounded comrades. 













Now, an enemy soldier crept close unobserved, 
He lobbed a grenade. It landed squarely among 
the wounded men. Without a second’s hesitation, 
Corporal Crump threw himself upon it, smothered 
the explosion wtih his own body, and saved his 
four companions’ lives. 


“T got hurt,” says Jerry Crump, 
“but I got back alive. Because our 
armed forces have the finest medi- 
cal equipment in the world—even 
at the front. And you helped put it 
there by investing in U. S. Defense Bonds.” 


Bonds are savings. But they mean production 
power, too. Helping provide the arms and equip- 
ment and care of every kind that give a fighting 
man more than a fighting chance! 


Corporal Jerry Crump 
US. Army a 
Medal of Honor a) 





Now E Bonds pay 3%! Now, improved Series E 
Bonds start paying interest after 6 months. And aver- 
age 3% interest, compounded semiannually when 
held to maturity! Also, all maturing E Bonds auto- 
matically go on earning—at the new rate—for 10 more 
years. Today, start investing in U. S. Series E Defense 
Bonds through the Payroll Savings Plan at work. 


Peace is for the strong! For peace and prosperity 
save with U.S. Defense Bonds! 


The U.S. Government does not pay for this advertise- 

ment. It is donated by this publication in cooperation 

with the Advertising Council and the Magazine 
Publishers of America. 





Baia. 
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Reminder of 


1953 PRIZE ESSAY CONTEST! 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to conduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of $100 for the best article and $50 for 
the second best article are offered. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 814 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript will be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1953. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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The present work does not differ materially 
from its excellent predecessor in concept or 
in scope, but several chapters have been en- 
tirely rewritten, terminology has been mod- 
ernized throughout, and the entire book shows 
evidence of having been closely re-edited. 

The change most evident in: the present 
edition is the elimination of the third chap- 
ter of the original book, ‘Common Defects 
in Financial Statements,” and the substitution 
of a new chapter, “Trends in Accounting 
Principles and Procedures.” 

The book is divided into two parts: Part 
One, “The Problem and Its Setting,” and 
Part Two, “The Technique of Financial 
Statement Analysis.” 

Part One consists of a sixty-five page 
outline covering in rapid order the historical 
development of financial statements, the evo- 
lution of ratio anlaysis, the structure and 
limitations of the balance sheet and income 
statement, and the current financial reporting 
problems raised by the impact of inflation. 

The author uses the newer terminology in 
statement presentation, the semantic evolution 
of which is recognized as the evidence of 
the refinement of the underlying concept. 








CERTIFIED APPRAISALS 


Industrial Plants — Machinery 
Technical Experience Since 1916 
MODERN METHOD APPRAISALS 
Based Upon Current Market Values 
—}——— 
INSURANCEeTAXES e FINANCING 
ESTATES ¢ PARTNERSHIPS 


ENGINEERING and TECHNICAL 
ANALYSIS 
—— - ©-----——- 


DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
NEW YORK CITY ~~ BRyant 9-5115 





Appraiser for 
Leading Industrial Finance Companies 
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For example, the reasons why the term, 
“financial position,” has generally super- 
seded “financial condition” are very clearly 
exposited. 

Part One, then, offers a brief but valuable 
critique of the meaning, uses and limitations 
of financial statements. It gives the student 
who is perhaps fresh from the second-year 
accounting course an opportunity to reap- 
praise and crystalize his ideas about the 
nature of financial statements. It is regret- 
table that the author did not feel it worth- 
while to expand his succinct discussion to 
include a more elaborate treatment of some 
of the interesting topics he raises. This re- 
viewer would have welcomed a fuller analysis 
of the Clean Surplus Theory than is possible 
in the single paragraph devoted to it on 
page 53; a complete chapter delineating its 
history and significance from the analyst's 
viewpoint would have been very useful. 

Part Two succeeds in presenting a detailed 
exposition of the tools available to the state- 

(Continued on page 177 





Just Published... 


CORPORATE TAXATION 
AND PROCEDURE 
IN PENNSYLVANIA 


Second Edition— 1952 


by Leighton P. Stradley 
and |. H. Krekstein 


COMPLETELY REVISED, this helpful 
handbook answers fully the demand for a 
readable, informative text incorporating 
the extensive changes concerning corpo- 
rations made in the Pennsylvania tax 
system since 1935. 

Masterfully written by outstanding 
authorities on Pennsylvania taxation, this 
reference and source gives detailed and 
practical guidance on every aspect of the 
law, its application and interpretation for: 
domestic and foreign bonus; capital stock- 
domestic corporations; franchise-foreign 
corporations; corporate net income; cor- 
porate loans; and also the procedure in 
settlement and collection of these taxes. 

Dependable — a Commerce Clearing 
House publication. Subscribers for CCH’s 
Pennsylvania Tax Reports will vote it a 
natural companion for their Compilation 
Volumes. Table of cases, topical index, 
550 pp., 65%’x9%”, hard bound, gold 
stamped. Price $7.50 a copy. 

Examine 15 days FREE! 
Examine this fine new book for 15 days, 
at our risk. If not completely satisfied, just 
return book for full refund. To order, 
clip check for $7.50 and this notice to 
your letterhead and send to: 


CCH, Propucts, COMPANY; 
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(Continued from page 176) 


ment analyst and accomplishes this while 
sustaining an unusually high level of reader 
interest. No student can reasonably complain 
about the readability of this book despite 
its—to the student—formidable title. The 
author has achieved economy of words with- 
out the loss of clarity. 

A discussion of the advantages of compara- 
tive reports over single-year statements intro- 
duces the subject. The underlying theme of 
the book is that, because of the hybrid nature 
of the statements, (representing as they do a 
combination of recorded facts, accounting 
conventions, postulates and personal judg- 
ments), no statement for a single year can be 
as significant as one covering a series of 
years. The changes made evident by an in- 
spection of balance sheets of successive peri- 
ods may reveal information as critical as that 
reflected in any one statement. Furthermore, 
the rate of change is as important as the 
absolute change, and this point leads to the 
introduction of ratios, the one hundred per 
cent balance sheet, horizontal and vertical 
analyses of balance sheets, and, finally, the 
Statement Accounting for Variation In 
Capital. 

The Funds Statement, for which the au- 
thor introduces a simplified type of work- 
sheet, is covered well. Several alternative 
statement forms are illustrated. An adapta- 
tion of the Funds Statement, “The Statement 
Accounting For Variation In Cash,” is intro- 
duced i in this text. This statement is interest- 
ing in its own right, and, when contrasted to 
the conventional funds statement, should help 
the student to understand better the proce- 
dures of preparing the latter report. 

The techniques of analysis are then applied 
to the Income Statement with the resulting 
exposition of the function of the one hundred 
per cent income statement, the use of 
horizontal analyses of a series of income 
statements, the construction of statements 
accounting for variation in net income and 
in gross margin, and the computation of 
break-even point analysis. 

The various ratios commonly used by 
analysts are well illustrated. These include, 
among others, the current ratio, acid test, 
capital to liabilities, capital to noncurrent 
assets, cost of goods sold to aver rage inven- 
tory, gross margin to sales, net income to 
sales, and net income to capital. Professor 
Myer glosses over several ratios given em- 
phasis in other texts, but this treatment 
appears to be deliberate. He warns against 
over-reliance on ratios and the formulation 
of illogical ratios. 

A separate chapter is devoted to four 
illustrative cases which exemplify the appli- 
cation to concrete situations of the analytical 
techniques developed in the text. The cases 
show how the use of trend ratios comple- 
ments the employment of the structural ratios. 
he cases are good but hypothetical. The 
inclusion of at least one analysis of the 

(Continued on page 178) 








working capital available 


Complete financial facilities, including 
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manufacturers, importers, 
exporters, merchants 


commercial credits 


for business expansion 


1. Domestic Financing (Governmental or 
Industrial Orders, Accounts and Notes 
Receivable). 

. Warehouse Loans. 

. Purchase or Discount of Export Drafts. 

. Issuance of Purchase Guarantees. 

. Domestic and Foreign Letters of Credit. 

. Soft Currencies (derived from export 
sales) converted into dollars. 
Personal Attention Emphasized 
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reports of an actual and well-known com- 
pany would have been extremely interesting, 

The author holds no brief for standard 
ratios, and does not consider it necessary to 
include in the text some of those made avail- 
able by credit institutions. He does describe 
the kinds of standard ratios which have been 
formulated and indicates some sound reasons 
why the usefulness of such measures is very 
limited at the present time. In this regard, 
Professor Myer takes a position opposed to 
that assumed by Mr. Roy A. Foulke in the 
latter’s writings on the subject. 

Appendices include a _ pertinent extract 
from Regulation S-X of the Securities Ex- 
change Commission on the Form and Content 
of Financial Statements and also the 1948 
revision of the American Accounting Asso- 
ciation’s “Accounting Concepts Underlying 
Corporate Financial Statements.” 

The text is accompanied by a separately 
bound set of laboratory problems and ques- 
tions designed for use in  one-semester 
courses in Financial Statement Analysis. 


Puiiip M. PIAKER 


Harpur College 
State University of New York 
Endicott, N. Y 


1953 Farmers Income Tax 


By Samuel M. Monatt. ComMERcE CLEar- 

inc House, INnc., Chicago, Ill., and New 

York, N. Y., 1953. Pages: 175, paper 

covers; $3.00. 

This is the sixth edition of this pioneer 
handbook on farm tax problems. Like its 
predecessors, it continues to make thoroughly 
understandable the peculiarities involved in 
preparing and filing a farm income tax re- 
turn. A handy check list of important things 
to remember is also included, as well as a 
detailed topical index. 


Managing Your Money 


By J. K. Lasser and Sylvia F. Porter. 
Henry Hott Anp Company, New York, 
N. Y., 1953. Pages: xiii + 430; $4.95. 


This new volume endeavors to tell you 
everything you need to know about money 
matters including pertinent facts about home 
financing, loans, investment, insurance, social 
security, hospitalization plans, budgets, and 
every other category of personal finance. The 
advice is geared to the size of your income, 
and accordingly will enable you to make the 
most of your present income. The authors 
are well-known writers in the field of finance. 

(Continued on page 180) 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
Business Opportunities: 15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 








Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 








Are you in need of Furnished Office, Desk 
or Mail and Phone? All available with com- 
plete service—use of conference and recep- 
tion rooms. Stenographic service at a 
nominal fee. Mactell Service Co., 489 Fifth 
Ave. (42nd St.), New York City. MU 2-2492. 








Statistical Typewriting 
Reports, mimeographing, personalized letters, 
Vari-typing, IBM typesetting. M. E. Gitsham, 
140 East 45th Street, N. Y. 17 Grand Central 
area. MU 2-6891-2; LE 2-2177. 





Calculating Service 
Inventories computed, sales analysis, ete. 
Statistical experience. Special service to 
C.P.A’s. Formerly with U. S. General Ac- 
counting Office. Verna Crawford, 565 Fifth 
Avenue, ELdorado 5-0280. 








New York City and Vicinity—Established 
C.P.A. desires to purchase or service small 
practice or individual accounts. Will consider 
partnership. Box 555, New York C.P.A. 








opening for CPA-Attorney qualified to 
supervise tax practice. Will consider par- 
ete arrangement. Box 556, New York 
cA. 








Collection Specialists in 48 States 
Commercial and Installment Accounts. No 
Collection—No Charge—Bonded. 220 W. 


ae. Eastern Credit Company, LOngacre 


ee 





SITUATIONS WANTED 


—____ 





Statistical Typing 


Financial reports, tax returns, expertly typed 
on latest IBM electric. Ten years certified 
experience. Reasonable—confidential. JUd- 
son 6§-3879, 

Tax Law position desired. LL.B. Harvard 
June 53, B.B.A. CCNY ’50, 34 CPA, age 24, 
single, draft exempt. Arne Siegel, 217 Ames 
Hall, Harvard Law, Cambridge 38, Mass. 
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“My many years as 


Wm. Schnuer, BBA, MBA Placement Manager 


Licensee 


have proved of value in 
securing properly qualified personnel and 
key executives for accountants and their 
clients. A full understanding of your ex- 
act needs can cut down costly personnel 
turnover and wasteful inefficiency. We 
have on our lists right now efficient per- 
sonnel seeking positions—personnel you 
may sorely need. These highly trained 
people, including key executives, use our 
services. Our following of many years— 
comptrollers, accountants of all grades, 
bookkeepers, and general office help— 
looks to us whenever they contemplate 
a change. In our offices, their ambitions 
and your needs can be brought together 
to mutual advantage. Whatever your 
personnel needs, call me personally, and 
let me secure dependable help for you.” 


¢ COMPTROLLERS ¢ BOOKKEEPERS 

e OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors e TYPISTS 

e EXECUTIVES e CLERKS 








FOR PROMPT 
SERVICE, Wn. Schnuer 
Licensee 
Call: 
Shirley Schnuer 
Licensee 


“Serving Leading National Firms” 


Defeudatle 


EMPLOYMENT AGENCY 
220 W. 42nd St. © New York 36 
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copies as you may require 


Work 


ances, etc. 


70 VESEY ST., N. Y. C. 


NEW FEDERAL REGULATIONS 


Save Time and Cost of Typing, 
Copying and Rechecking 


Ruling by Commissioner of Internal Revenue 
permits filing of reproduced tax returns—have 
yours done by specialists in the field—you pre- 
pare one Pencil Copy and we reproduce as many 


immediately. 


sheets, financial statements, trial bal- 


reproduced. 


We are prepared to supply you with the fol- 
lowing translucent government approved forms: 


U.S. Form #1120 E.P. 





U.S. Form $1040 
U.S. Form $1041 Schedule **D”’ Form $1040 
U.S. Form $1120 Schedule ““D’’ Form #1120 
Servicing national corporations 
for the last 25 years. 
BEl PHOTOPRINT 
CORPORATION 
PHOTOSTATS — OFFSETS — BLUEPRINTS 


BLACK AND WHITE PRINTS, ETC. 
CO 7-3245-6 


PICK UP AND DELIVERY SERVICE 
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The accountant 
who points 
the way... 


performs a genuine service for his client 
by opening the door to the right kind of 
inventory or accounts receivable financing. 
Such loans should be flexible. They 
should pay their own way via increased 
business volume, discounts earned and an 
improved credit status with suppliers. 


May we suggest that you get the facts 
about the time-tested LEXINGTON PLAN 
so that you may give them to your clients 
when the need arises. 


Write for Pamphlet CPA 11 


LEXINGTON CORPORATION 


M. S. LURIO, President 


Financing from Maine to Maryland 


60 East 42nd St., New York, MUrray Hill 7-1148 


10 Milk St., Boston, Mass. Liberty 2-6878 
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Corporate Taxation and Procedure in 
Pennsylvania (Second Edition) 


By Leighton P. Stradley and I. H. Krek- 
stein. COMMERCE CLEARING Housr, Inc, 
Chicago, Ill. and New York, N. Y., 1952. 
Pages: vi + 544; $7.50. 


This is a new second edition of a helpful 
handbook which would seem to answer fully 
the need for a readable, informative text 
incorporating the extensive changes concern- 
ing corporations made in the Pennsylvania 
tax system since 1935. 

For in this new second edition the authors 
take up not only such changes as the new 
Corporation Income Tax Law of 1951, and 
the 1951 amendments providing for the filing 
of tentative Corporate Net Income and 
Corporation Income Tax Returns in 1953 and 
other late developments, but also the ins- 
and-outs of Pennsylvania corporate taxation 
involved in domestic and foreign bonus, capi- 
tal stock-domestic corporations, franchise- 
foreign corporations, corporate loans— 
together with the procedure in settlement and 
collection of these taxes. 

The background and standing of the au- 
thors attest to the practical value of the work. 


Executive Pay Plans (1952-1953) 


By William J. Casey and J. K. Lasser. 

BustNnEss Reports, Inc., New York, N. Y., 

1953. Pages: 160; $12.50. 

This is a valuable new 
nationally-known tax men. It explains new 
techniques developed by our largest com- 
panies to reward executives through stock 
options, deferred pay and pension plans, 
family management benefits, expense arrange- 
ments, the use of insurance, and other execu- 
tive benefits. 

It demonstrates how the executive can 
acquire capital and provide future security 
for himself and his family. Also, how a com- 
pany can attract and retain executive talent 
and experience. 


study by two 


Behind the Scenes of Business 
(Revised Edition 1952) 


3y Roy A. Foulke. Dun & BRADSTREET, 
Inc., New York, N. Y., 1953. Pages: 194. 


This, the 1952 edition of this work, has 
been completely revised, rewritten and et- 
larged to meet the present economic situation. 
All tables have been brought up to date, and 
new cases and current business problems and 
situations have been added. 

A new chapter on the “Relativity of the 
Moral Hazard” has been added. This chapter 
discusses the influence of a progressively a 
verse financal condition of a business upon 
the moral stamina of individuals in manage 
ment, and how in times of great pressure, It 
may occasionally result in a breakdown o 
character. 

(Continued on page 181) 
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(Continued from page 180) 


The Appendix contains the up-to-date five- 
year averages of the Fourteen Important 
Ratios for 70 lines of business activity which 
have become widely used over the years' since 
they first appeared in 1932. These financial 
signposts have been subject to minor changes, 
largely influenced by the problems of the war 
and post-war years. The Appendix also con- 
tains the failure records for the country, and 
the terms of sale most frequently used in 87 
lines of industry and commerce. 


The New General Ledger 


By Oscar Mautner and Joseph A. 
Mauriello. INDUSTRIAL METHODS CoRPORA- 
ton, New York, N. Y., 1951. Pages: 


x + 177; $3.50 plus 20¢ mailing — 
(3% sales tax in New York City) 


Preface the authors indicate that, 
in gg opinion, the present-day “general 
ledger has a basic, irremediable defect. It 
separates the complementaries originally set 
up in the journals, and buries all financial 
facts in composite debit and credit money 
columns. Relationships between accounts are 
completely concealed, making impossible an 
analysis of operations by types of transac- 
tions. This shortcoming is a serious one, for 

ransaction-types represent the casual factors 
resp msib le for financial condition and operat- 
ing results. The needed information on trans- 
actions is presently obtained not from the 
ledger but from a recasting of the entries in 
the journals. This procedure entails a need- 
less retracing and duplication of bookkeeping 
steps.” 

In order to overcome these stated deficien- 
cies, the authors have developed this new 
ledger plan which, they claim, “automatically 
produces a complete all-revealing analysis of 
operations and at the same time establishes a 
reciprocal control by individual accounts.” 

This work illustrates the method of oper- 
ating their New General Ledger and points 


In their 


out the numerous uses in auditing and in 
private accounting which they believe will 


benefit management through its use. 
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HOW YOUR 


CORPORATION CLIENTS 


CAN ADD TO THEIR 
EARNINGS 
L ho Per Year 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS i. look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 


A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2% % per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 











RESOURCES 
OVER 


NINH Ig) = 


FEDERAL SAVIN GS 
"AND LOAN. ASSOCIATION. 


AT TIMES SQ. FACING U.N. 
1457 B'WAY. Ist Ave.—45th St. 
Hours—-9 to 3 Hours—9 to 3 
: Friday 9 te 6 eee 9 to z. 

|_| WISCONSIN 7-9120, 0 
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OWalional presents the first and only 
[IVE KEYBOARD 


roe rel late MuaileCail iat: 


to use motor bar... 


Saves up to 50% hand motion! 


Now—for the first time—you can add and list 
without depressing a motor bar! On this remark- 
able National every amount key is its own motor 
bar, because every key is electrified! 

Simply press the keys you want to add—the : . ar: 
machine does it instantly! Your hand need Automatic Clear Signal @ Subtractions in 
never leave the “Live” Keyboard when adding - * Seen ee wemnaped ; = 
amounts. You save up to 50% hand motion. tematic apeenap Ot Se enw te oe 

: Caps: a ; : @ Large Answer Dials @ Easy-touch Key 

National’s “feather-touch” action makes it Action @ Full-Visible Keyboard @ Rugged: 
easier than ever to press two or more keys at once Duty Construction. 
—more time-saving! All ciphers print automati- 
cally—still more time saved! Operators love it— 
they do their work with so much less time and For 


effort. ——_ j P 
Printed words cannot explain all the advan- ap rea Sationa 

tages of this “Live” Keyboard. See a demonstra- ie ee 

tion today! National dealer. ACCOUNTING MACHITIES 


THE NATIONAL CASH REGISTER COMPANY, vayton 9, onio | as 


“Live” Keyboard 
is combined with 8 other time-saving 
features found only on National: 
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Significant Tax Decisions of 1952 


By Jack Scutosser, C.P.A. 


a SIDE from the problems of time and 
space the most vexing hurdle con- 
fronting the writer on this assignment 
was the question of selectivity. In at- 
tempting to overcome this problem, an 
extremely wide range of tax decisions 
issued during 1952 has been catalogued, 
their substance briefly indicated and 
their significance suggested where this 
was not self-evident. As in past years, 
the interests of the tax practitioner con- 
ducting the average accounting practice 
have been kept uppermost in mind. If 
this article succeeds in suggesting a 
trend in decisions on any subject in the 
field of taxation; if it serves during the 
year as a quick means of resolving a 
tax dispute with a tax examiner; if it 
sets anyone on the track of a series of 
cases resolving a troublesome issue; 
then, in great measure, the purpose of 
this article will have been accomplished. 





Jack Scutosser, C.P.A., is a 
member of our Society and Chair- 
man of its Committee on State Taxa- 
tion. 

He was graduated from The City 
College (New York) School of 
Business and Civic Administration 
in June, 1939, with the degree of 
B.B.A. 

Mr. Schlosser is a partner in the 
firm of Eisner and Lubin, CPA’s. 
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Supreme Court Decisions 


During 1952 several knotty, if not 
far-reaching, tax controversies were re- 
solved by the Supreme Court. Chrono- 
logically the court ruled as follows: 

a) Payments by opticians to pre- 
scribing doctors of a percentage of the 
sales price of eyeglasses were held de- 
ductible as ordinary and necessary busi- 
ness expenses, where their payment re- 
flected an established and widespread 
industry practice. The Commissioner’s 
effort to maintain that these expendi- 
tures frustrated a sharply defined public 
policy and hence were not deductible, 
was set aside by five out of eight presid- 
ing justices who, expressed “no ap- 
proval of the business ethics or public 
policy involved” but who stated that 
unless the “policies frustrated were na- 
tional or state policies evidenced by 
some governmental declaration of 
them”, the Commissioner’s view could 
not be sustained. This decision is sig- 
nificant to tax practitioners not for the 
narrow set of facts reviewed but for its 
clear definition of “public policy.” 


(Thomas B. Lilly v. Commissioner, 72 S. 
Ct. 497, March 10, 1952.) 


Later in the year the Tax Court 
ruled that payments made to a purchas- 
ing agent of one of taxpayer’s cus- 
tomers of a percentage for each item 
purchased were “bribes” and not a 
“standard business practice.” They 
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were hence distinguishable from the 
Lilly payments and were deemed non- 
deductible. 

(Estate of R. N. Lashells vy. Commissioner, 

Tax Court Memo Decision, March 28, 

1952; appeal pending. ) 

b) Attorneys’ fees paid for contest- 
ing a proposed gift tax deficiency were 
ruled non-deductible. Taxpayer had 
maintained that these expenses were 
connected with the production or collec- 
tion of income and/or the management, 
conservation or maintenance of prop- 
erty. It was noted that the deficiency 
proposed amounted to $150,000 and 
that its payment would have seriously 
impaired taxpayer’s capital and his in- 
come therefrom. 

The Court was unimpressed with 
this line of argument. The deductibility 
of the fees depended upon the “nature 
of the activities to which they relate.” 
Gifts could not be deemed to be made 
for the maintenance of capital or for the 
production of income and hence fees 
incurred because of them could not be 
deductible. 

(Joseph T, Lykes v. Umited States, 72 S. 

Ct. 585, March 24, 1952.) 

In a later decision the Tax Court 
permitted a deduction for a lawyer’s 
fee resulting from the negotiation of an 
agreement for alimony payments to be 
made in installments rather than a lump 
sum. The single payment would have 
disrupted the taxpayer husband’s prop- 
erty holdings. The court felt that the 
Lykes ruling could be distinguished be- 
cause it was concerned with property 
which had been given away, whereas, in 
the instant case, the taxpayer was con- 
cerned with conserving property which 
had not yet been given away. To the 
writer the decision seems equitable but 
the logic behind it would appear to be 
a bit strained. 

(Arthur B. Baer v. Commissioner, CCA-8, 

May 7, 1952. 

c) Money extorted from a victim 
with his consent, induced by threats of 
violence, was held to be taxable income 
notwithstanding its illegality. 
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unes Rutkin v. United States, 72 S. Ct. 


Ji 
71, March 24, 1952.) 


rs] 

d) In another decision the court 
ruled that a contest prize won by a 
composer in a musical contest was not 
a gift but constituted taxable income. 
This decision was predicated upon the 
following : 

1) Payment of a prize to a contest 

winner constitutes the discharge of 
a contractual obligation. 

2) The acceptance of the sponsor’s of- 
fer by the contestant creates an 
enforceable contract. 

3) The discharge of a legal obligation 
or a payment pursuant to a con- 
tract cannot be deemed a gift. 

(Leroy J. Robertson v. United States, 72 S. 

Ct. 994, June 2, 1952.) 

This view was followed in a subse- 
quent case involving a contest spon- 
sored by a foundation awarding prizes 
for papers dealing with the subject of 
arc welding. 

(Hofferbert v. Amirikian, CCA-4, June 16, 

1952.) 

A secondary issue in the Robertson 
case was resolved when the court de- 
termined that the period of pro-ration 
for the purposes of Section 107(b), 
dealing with income from artistic com- 
positions, is the 36-month period end- 
ing with the close of the current taxable 
year and not the 36-month period end- 
ing with the completion of the com- 
position. This treatment contrasts 
somewhat with the application of Sec- 
tion 107(a) dealing with compensation 
for services rendered over a period of 
36 months or more. 

The foregoing treatment of Section 
107(b) income was followed in the 
case of Edwin Harvey Blum v. Com- 
missioner (Tax Court Memo Decision, 
June 18, 1952) which also ruled that a 
writer may include in the qualification 
period, not only the period of actual 
writing, but also the time spent in re- 
search and planning. 


e) Another issue which was the sub- 
ject of much litigation during the years 
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Significant Tax Decisions of 1952 


1950 to 1952 was finally settled by the 
Supreme Court when it ruled that cor- 
porate expenses paid by a stockholder 
after liquidation gave rise to a capital 
loss and not a fully deductible ordinary 
loss. 

(F. Donald Arrowswmith, et al. v. Com- 


missioner, United States Supreme Court 
#51, November 10, 1952.) 


Section 45, 129, etc. 


In this era of ascending individual 
and corporate rates, excess profits and 
surtax exemptions, etc., the judicious 
dispersal of income among related tax- 
payers is becoming a major source of 
tax savings. That the Commissioner 
is aware of this factor is evident from 
the ever-increasing number of cases on 
this issue plaguing the courts. 

In the following cases all or a part 
of a corporation’s activities were taken 
over by an individual proprietorship or 
partnership composed of corporate 
stockholders or persons related to them 
and the Commissioner’s efforts to real- 
locate or disregard under Section 45 
were upset: 

Palm Beach Aero Corporation, 17 TC 1169, 

January 15, 1952; Robert Matherne et al. 
v. Scofield, U. S. District Court, Western 
District of Texas, July 10, 1952; Nicholson- 
Jones Motor Co. v. Campbell, U. S. District 

Court, Northern District of Texas, Febru- 

ary 15, 1952; Motors Securities Company, 

Inc., Tax Court Memo Decision, March 30, 

1952; Seminole Rock and Sand Company, 

19 TC—No. 36, November 18, 1952. 


It is well to note that the utilization 
of a proprietorship or partnership for 
the foregoing purpose carries with it a 
double danger. Not only may Section 
45 be invoked, taxing all or part of the 
transferred income back to the origi- 
nating corporation, but the same in- 
come may be taxed to the stockholders 
as a dividend. 

(Harry Byers v. Commissioner, CCA-8, 

October 29, 1952; appeal pending.) 


In addition care must be taken to 
avoid converting the corporation into a 
personal holding company. 

(Western. Transmission Corp., 18 TC— 

No. 100, July 30, 1952.) 


Bo 5 3 


The foregoing may be avoided by 
syphoning income from one corpora- 
tion to another. This was successfully 
accomplished in the case of Commis- 
sioner Vv. Chelsea Products, Incorpo- 
rated (CCA-3, June 24, 1952, non- 
acq.; appeal pending). Here the sales 
activities of an existing corporation 
were taken over by three sales corpo- 
rations owned by the stockholders. The 
business purpose for the subdivision 
was the desire to minimize tort liability 
from use of taxpayer’s products. The 
court not only rejected the Commis- 
sioner’s attempt to adjust under Sec- 
tion 45 but also questioned the appli- 
cability of Section 129. 

Where the distribution of income 
among related corporations is arbitrary 
and capricious; where the books and 
records of all of the corporations were 
kept in such a way that the net profit 
could be manipulated as the owners 
saw fit; where there was no motive to 
the reorganization other than to divert 
income from the petitioner, the entire 
income of each of the newly organized 
corporations was taxed back to the 
original company. 

(Advance Machinery Exchange, Inc. V. 

Commissioner, CCA-2, May 12, 1952.) 
The court also ruled that the Com- 
missioner could allocate all of the in- 
come of an affected entity under Sec- 
tion 45 and was not restricted to a 
partial adjustment. Finally the court 
determined that the invested capital of 
the non-recognized corporations need 
not be transferred to the corporation 
taxed with their income. 

A popular device for spreading in- 
come is by way of rent arrangements 
between related parties. A review of 
these cases should, therefore, be of 
interest : 


a) Where a corporation rented prop- 
erty from a corporation controlled 
by its own stockholders, an arbi- 
trary rent increase from $100.00 to 
$300.00 a month was disallowed. 


(The Pennock Plantation, Inc., Tax Court 
Memo Decision, October 8, 1951.) 
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b) Rent paid by a corporation to a 
partnership composed of its stock- 
holders after a sale and lease-back, 
was ruled non-deductible because 
the corporation retained such con- 
trol over the property as to be 
deemed the true owner. 


(Shaffer Terminals, Inc. v. Commissioner, 
CCA-9, March 3, 1952.) 


c) Similarly the leasing of a theatre 
by a corporation to the wife of its 
principal stockholder at a rent 
geared to yield her a substantial 
profit was not recognized by the 
court. Not only was the wife’s net 
income taxed back to the corpora- 
tion but remained taxable to her 
as a dividend even though her hus- 
band was the stockholder. 

(58th Street Plaza Theatre, Inc. v. Com- 

missioner, CCA-2, March 18, 1952.) 

d) Increases in rent extending from a 
corporation to a family trust or 
from a husband to a wife were 
disallowed. 

(Consolidated Apparel Co., 17 TC 1570, 

March 21, 1952; Roland F. Place v. Com- 

missioner, CCA-6, October 21, 1952; ap- 

peal pending. ) 


A late 1952 decision offers much en- 
couragement to practitioners who have 
attempted or who are contemplating 
the use of “loss” corporations. The 
courts have apparently indicated that 
Section 129 does not apply where the 
loss originates with the corporation 
using it. Thus if the stock of a “loss” 
corporation is acquired and a profitable 
business is inserted therein either by 
purchase or merger, the net operating 
loss and/or unused credit originating 
with the prior unprofitable operations 
may be used against the new income. 

(Wage, Inc., 19 TC—No. 35, November 

18, 1952.) 


Form v. Substance 


The courts continue to joust with 
taxpayers in their efforts to cast trans- 
actions in the form best calculated to 
give rise to favorable tax consequences. 
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The following are the more outstand- 
ing examples of this struggle: 


A written sales agreement between 
two unrelated parties and the book en- 
tries of the taxpayer were brushed 
aside by the court as mere form which 
could not be deemed decisive where 
examination of all the facts and cir- 
cumstances gave rise to a different in- 
terpretation. The written contract spe- 
cified the individual sales price of the 
fixed assets and inventory being con- 
veyed. The Commissioner reallocated 
the price between the two classes of 
assets on a more realistic basis and his 
findings were approved by the court. 


(Giulio Particelli, Tax Court Memo Deci- 
sion, February 20, 1952.) 


A lease with option to purchase was 
held to represent, in fact, a sale and 
the proceeds therefrom were taxable as 
such 

(L. M. Graves, Tax Court Memo Deci- 

sion, May 14, 1952; W. H. Hughes, Tax 

Court Memo Decision, July 31, 1952; 

Joe W. Scales, 18 TC—No. 153, September 

30, 1952.) 


On the other hand, the Tax Court 
was reprimanded for treating a lease as 
a purchase contract when its decision 
had been influenced primarily by ap- 
plication of the economic test laid down 
in its Chicago Stoker opinion. In the 
latter case it had been held that a lease 
with option to buy was, in fact, a pur- 
chase contract when the “rental” pay- 
ments were large enough to exceed the 
depreciation and value of the property, 
thus giving the “lessee” an equity in 
the property. In the instant case, the 
Fifth Circuit ruled that the intent of 
the parties was controlling; that tax 
consequences had not been considered ; 
that the contract as drawn reflected 
their true intent ; that the option terms 
were not unreasonable when made; 
that the conduct of the parties was con- 
sistent with a lease. This was one in- 
stance where “form” and “substance” 
were deemed to coincide. 


(H. T. Benton v. Commissioner, CCA-5, 
June 20, 1952.) 
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Where taxpayer was obliged to pur- 
chase stock of American Distilling 
Company in order to obtain a whiskey 
dividend, the loss on the sale of the 
stock was not a capital loss but was 
deductible as part of the cost of goods 
sold (Gordon Scott Hogg v. Allen, 
United States District Court, Georgia, 
May 5, 1952). The Tax Court arrived 
at a contrary conclusion on virtually 
the same set of facts in the case of 
Charles A. Clark (18 TC—No. 106, 
August 6, 1952), but later reversed it- 
self in the case of Western Wine and 
Liquor Co. (18 TC—No. 137, Septem- 
ber 24, 1952). The Tax Court also 
ruled that where a retail lumber deal- 
ers payment for stock of a logging 
company was accompanied by a simul- 
taneous option to sell said stock at a 
substantially lower price, the resultant 
loss was, in reality, an overceiling pay- 
ment for lumber and properly includ- 
ible in cost of goods sold. 


(W. M. Young Company, Tax Court 
Memo Decision, August 14, 1952.) 


The distribution by a corporation of 
a valuable patent as a dividend fol- 
lowed by a lease-back was not recog- 
nized. Consequently, the deduction for 
royalties under this patent was disal- 
lowed. 

(Stearns Magnetic Manifacturing Com- 


pany, Tax Court Memo Decision, May 19, 
1952.) 


Tax-Free Exchanges, etc. 


Cases involving judicial interpreta- 
tion of the tax-free exchange and re- 
organization provisions of the Code are 
always of special interest to most prac- 
titioners. Accordingly, a few of the 
more significant 1952 decisions on 
these and other closely-related issues 
are hereinbelow outlined : 


a) Corporation A transferred as- 
sets including some government bonds 
to a newly-formed Corporation B in 
exchange for all of its stock. The 
former then distributed this stock to its 
stockholders in exchange for half of its 
own stock. This was held to be a tax- 
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free exchange under Section 112 
(b) (3). A delay between the first and 
second steps was ignored and the whole 
operation was treated as one plan of 
reorganization. The business motive 
was to separate a risky Texas oil ven- 
ture from the rest of the principal cor- 
poration’s business activities which 
were in California. 

(Chester E. Spangler, 18 TC—No. 123, 

September 10, 1952.) 

b) Corporation A was engaged in 
the pharmaceutical business but also 
owned some ranch property not ger- 
mane to its principal activity. It con- 
veyed the property to a newly-formed 
subsidiary for all of its stock. It then 
distributed its own new stock plus the 
stock of the subsidiary to its stock- 
holders upon surrender of its old stock. 
This too was held a tax-free reorgani- 
zation and not a distribution equivalent 
to a dividend under Section 115(g). 

(Rufus Riddlesbarger v. Commissioner, 

CCA-7, November 17, 1952.) 

c) Corporation A transferred all of 
its assets to Corporation B in exchange 
for stock and warrants. Thereafter, 
and as contemplated in the original 
plan, Corporation B sold additional 
stock to the public to raise additional 
capital. The actual exchange was held 
to constitute a tax-free exchange under 
Section 112(g)(1)(c) since Corpora- 
tion A was “in control” of Corporation 
B “immediately after the transfer.” 
The date of completion of the sale of 
the additional stock to the public was 
not the decisive date for determining 
“control” notwithstanding its contem- 
plation at the time of the original con- 
veyance. 

(Scientific Instrument Company, 17 TC 

1253, January 31, 1952.) 

d) Corporation A transferred as- 
sets to a newly-formed Corporation B 
for stock. Simultaneously stock of B 
was issued to Corporation C for cash. 
The original incorporation of B was a 
tax-free exchange under Section 112(b) 
(5) whether considered before or after 
the investment of cash by C. 
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(May Broadcasting Company v. United 
States, United States District Court, South- 
ern District of Iowa, March 15, 1952; ap- 
peal pending.) 

e) In two instances the substitution 
of debenture bonds by a corporation for 
its outstanding preferred stock was 
held to constitute a tax-free recapitali- 
zation and not a dividend distribution. 
The courts conceded that tax savings 
was a principal motive yet approved 
the exchange because of the other prac- 
tical corporate ends accomplished. 

(Willis E. Penfield v. Davis, U. S. District 

Court, Northern District of Alabama, May 

7, 1952, appeal pending; Daisy Seide et al., 

18 TC—No. 60, June 11, 1952.) 

f) Normally a stock dividend of pre- 
ferred on common would constitute a 
non-taxable dividend. Where the stock- 
holders, however, had made a prior 
commitment to sell said preferred 
stock, the court deemed it a taxable 
dividend. 

(C. P. Chamberlin, 18 TC—No. 23, April 

30, 1952; appeal pending. ) 

g) Where a wholly-owned subsidi- 
ary is liquidated under Section 112 
(b) (6) the subsidiary may be deemed 
to have incurred taxable income where: 

1) Its assets have appreciated in 

value and 

2) It was indebted to parent corpo- 

ration prior to liquidation. 


Whether this ruling has wider applica- 
tion than the limited situation specifi- 
cally noted is a question which is trou- 
bling many practitioners. 


(I. T. 4109 ; 1952—13968.) 


Stock Redemptions 


The problem of withdrawing cash 
from a corporation without resulting in 
a tax thereon as a divdend has in- 
trigued taxpayers and the courts alike 
for some time without conclusive re- 
sults except to indicate a clear area of 
risk. Some of the 1952 decisions on 
this point follow: 

(1) Taxpayer owned virtually all of 
the stock of a corporation to which he 
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was indebted for $120,000. In order to 
secure an improved Dun & Bradstreet 
rating for the corporation, such indebt- 
edness had to be reduced by about 50 
per cent. Accordingly, 600 shares of 
preferred stock of the corporation was 
turned over to the corporation at $100 
per share and taxpayer reduced his 
debt by $60,000 (the improvement to 
the corporate financial setup seems ob- 
scure to the writer). It was held under 
all the facts that the transaction did not 
occur at such a time and in such a man- 
ner as to be essentially equivalent to a 
taxable dividend. 


(Isaac C. Eberly, Tax Court Memo Deci- 
sion, December 13, 1951.) 


(2) Where one stockholder agreed 
to buy out the other and used corporate 
funds to do so, it was held to represent 
a taxable dividend to the remaining 
stockholder and not a partial liquida- 
tion of the retiring stockholder’s inter- 
est. This was strictly a situation result- 
ing from a failure to consider the tax 
effects of the transaction before being 
consummated. 

(Frank R. Holloway, Tax Court Memo 

Decision, December 12, 1951; appeal pend- 

ing. ) 

(3) Taxpayers were stockholders of 
a tractor distributing corporation. The 
corporation had- lost its Caterpillar 
Tractor distributorship and took on the 
Allis-Chalmers line. As a result, the 
need for cash capital declined. Tax- 
payers were also making arrangements 
to sell the business. Consequently, 80 
out of its 500 outstanding shares were 
redeemed. The Court found that the 
corporation had acted prudently and 
with a business purpose, hence the re- 
demption was not the equivalent of a 
dividend distribution. 

(Clarence R. O’Brian, Tax Court Memo 

Decision, November 30, 1951.) 

(4) The preferred stock of a corpo- 
ration had been issued upon incorpora- 
tion to provide supplemental funds 
equivalent to capital loans. When it 
was determined that these funds were 
not required in the business they were 
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returned. As such the stock redemp- 
tion was not the equivalent of a 
dividend. 

(G. E. Nicholson, 17 TC 1399, February 

28, 1952; non-acq.; appeal pending.) 

(5) Corporation owned assets which 
it could not exploit or develop because 
of risk factors implicit therein. The as- 
sets were distributed in exchange for a 
portion of its own stock. It was held 
that business purposes and motives dic- 
tated the distribution; the redeemed 
stock had been originally issued for 
consideration and for a legitimate busi- 
ness reason; the corporation did not 
consider itself as being in a position to 
distribute a dividend. The Court ruled 
that no dividend resulted from this 
distribution. 

(John L. Sullivan, 17 TC 1420, February 

29, 1952; appeal pending. ) 

(6) Petitioner owning 50% of the 
stock of a corporation inherited the 
remaining 50% from the estate of a 
brother thereby becoming the owner of 
all the corporate stock. The deceased’s 
stock was transferred to the taxpayer. 
Thereupon, the corporation redeemed 
the inherited stock. The Court ruled 
that it was the estate’s and not the tax- 
payer’s stock that was being retired; 
that the corporation’s assets were being 
reduced proportionately ; that the stock 
retirement was not the equivalent of a 
dividend distribution. 

(John T. Roberts, 17 TC 1415, February 
29, 1952; non-acq.; appeal pending.) 

(7) The sole owner of a corpora- 
tion’s stock desired to sell her stock to 
some outsiders. The latter did not 
want to take over the corporation with 
its large surplus for obvious tax rea- 
sons. Consequently, only 47 out of 108 
shares were sold to the outside inter- 
ests. Taxpayer then sold the remain- 
ing 61 shares to the corporation there- 
by terminating her interest in the cor- 
poration. The amount paid for her 
remaining stock was approximately 
equal to the corporate surplus. The 
court ruled this latter sale to represent 
the distribution of a dividend, a deci- 
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sion which the writer disagrees with 
vehemently. 

(Fern R. Zeng v. Quinlivan, U. S. District 

Court, Northern District of Ohio, June 27, 

1952.) 

(8) In a transaction which had the 
same motivation as the Zenz exchange, 
a corporation redeemed a portion of its 
outstanding stock and issued some 
mortgage bonds in exchange therefor. 
The remaining stock was then sold to 
the taxpayer and his associates. Dur- 
ing the subsequent years corporate 
funds were used to pay interest and 
principal on said bonds. The Commis- 
sioner attempted to tax these payments 
to the taxpayer as a dividend on the 
grounds that the bonds were, in reality, 
additional purchase price on the stock 
and hence represented the liability of 
the taxpayer and not that of the corpo- 
ration. This is a reversed position from 
the Zenz case on the part of the Com- 
missioner and his views were rejected. 
It is the writer’s opinion that he might 
have been successful if he had at- 
tempted to tax the former stockholders 
in the year the bonds were distributed. 


(Ray Edenfield, 19 TC—No. 3, October 10, 
1952.) 


While some of the foregoing cases 
wherein the taxpayer was successful 
should be helpful to practitioners al- 
ready faced with the problem, it is the 
writer’s opinion that they should not 
be the basis for designing equivalent 
transactions without an advance ruling 
by the Commissioner. It is recognized 
that this may be difficult if not impos- 
sible to secure. 


Partnerships 


That the sale of a partnership inter- 
est represents the sale of a capital asset 
has been well established by the courts 
and accepted by the Commissioner. 
Nevertheless auxiliary aspects of this 
problem still found its way into the 
courts during 1952. 

Where a partner sold out his interest 
in a partnership after the beginning of 
its fiscal year, the portion of his sales 
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proceeds which represents his share of 
the currently undistributed net profits 
is taxable as ordinary income. The 
holding period of his partnership inter- 
est must be measured from the date of 
its acquisition and not from the date or 
dates of acquisition by the partnership 
of the specific partnership assets. 

(Hamilton A. Gray, Tax Court Memo 

Decision, January 11, 1952.) 

The gain on the sale of a partnership 
interest is a capital gain even though 
transferred by one partner to the other 
in exchange for a continued interest in 
some of the profits from partnership 
operations. The tax implications of 
this decision to the remaining or pur- 
chasing partner should be particularly 
noted by practitioners. 

(U. S. v. Andy and Mary Jones, CCA-10, 

February 19, 1952.) 

Where a partnership held install- 
ment obligations at the time of a sale 
of an interest therein, the retiring part- 
ner’s share of the unrealized profit is 
taxable to him as ordinary income 
rather than as capital gain. 

(Rhett W. Woody, 19 TC—No. 46, 


November 28, 1952.) 


The partnership agreement of an ac- 
counting firm provided that upon the 
death, retirement or withdrawal of a 
partner, his interest would be trans- 
ferred to the continuing partners but 
that the partnership would not be dis- 
solved. Thereupon there would be paid 
to said retiring partner or his estate the 
amount of his capital account and his 
share of the current year’s income. In 
addition, upon death or retirement, 
there was to be paid an amount equal 
to three years’ earnings over a six year 
period. Payments made pursuant to 
this latter provision were held to be 
distributions of income to the retired 
partner and deductible by the continu- 
ing partners since no sale of a partner- 
ship interest was intended. This case 
should be studied along with the Jones 
decision previously described to deter- 
mine how a partnership termination 
should be designed. 
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(Carol F. Hall, 19 TC, No. 57, December 
11, 1952; Charles R. Whitworth, Tax 
Court Memo Decision, December 12, 1952: 
Francis J. Clowes, Tax Court Memo Deci- 
sion, December 12, 1952.) 

On February 19, 1952, the Commis- 
sioner issued Mimeograph 6767 setting 
forth a clarification of his views on 
family partnerships where capital was 
a material income-producing factor and 
for years beginning prior to January 1, 
1951. This ruling should be most help- 
ful in settling pending partnership tax 
disputes and might even form the basis 
for claims for refund for open years. 

Operating jointly-owned real prop- 
erty does not constitute a partnership 
or joint venture. It would appear that 
each co-owner may report his share of 
income from the property in his own 
return; a partnership return would not 
be required. A sale of his interest by 
a participant is not a sale of a partner- 
ship interest but a sale of a share of 
property. 

(Almy Gilford, Tax Court Memo Decision, 

February 27, 1952; appeal pending.) 

The lumping of more than twelve 
months’ partnership income in a dece- 
dent partner’s final return had been the 
subject of a series of cases wherein the 
Third, Fifth and Eighth Circuits in 
prior years had ruled against such 
pyramiding, where both the state law 
and partnership agreement provided 
for the partnership to continue after 
the death of a partner. The Tax Court 
apparently was content to follow these 
findings but was upset by the Second 
Circuit in 1952. There it was ruled 
that death terminates a partnership, 
thereby creating another short taxable 
year insofar as the decedent was con- 
cerned. This dispute may have to be 
resolved by the Supreme Court. 


(Commissioner v. Estate of Isidore Wald- 
man, CCA-2, April 14, 1952.) 


Capital Gains or Losses 

The Tax Court’s 1951 finding that 
an amount received by a tenant from 
his landlord for an early surrender of 
the premises represented a capital gain, 
was sustained on appeal. 
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(Commissioner v. Isidore Golonsky, CCA- 

3, November 28, 1952.) 

Similarly the payment received by a 
tenant from his landlord for relinquish- 
ing a restriction in the lease results in 
a capital gain. 

(Louis W. Roy, 18 TC 438, May 29, 1952; 

appeal pending.) 

Where individuals formed and built 
up businesses in corporate or partner- 
ship forms followed by their sale after 
6 months, it was held that the resultant 
income was capital gain and not dis- 
guised compensation for services. 

(W.P. Melton, Tax Court Memo Division, 

February 13, 1952.) 

A surrender of an exclusive sales 
agency to the issuing company was held 
to represent a sale resulting in a capi- 
tal gain. 

(Starr Bros., Inc., 18 TC 149, April 30, 

1952; appeal pending.) 

Similarly a sale of a general agency 
contract with an insurance company 
was deemed to result in a capital gain. 

(C. A. Sammons v. Dunlap, U. S. District 

Court, Northern District of Texas, June 

21, 1952.) 

However, the sale by a theatre booking 
agency of an artist’s personal service 
contract did not achieve this desired 
result. 

(General Artists Corporation, 17 TC 1517, 

March 18, 1952; appeal pending.) 

The importance of the wording of a 
sales contract covering the sale of a 
business is stressed in the decision of 
Ethyl M. Cox, et al. (17 TC 1287, 
February 11, 1952). A gain on the 
sale of good will was held to be a capi- 
tal gain; if it had been attributable to 
a covenant not to compete, ordinary 
income would have resulted. 

Where a corporate officer acquired 
depreciable property and inventory 
from a corporation by purchase and 
resold same at a profit, the resultant 
income was taxed as a capital gain. 
The court determined that the assets 
in question “were not held by the tax- 
payer primarily for sale to customers 
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in the ordinary course of his trade or 
business.” 

(L. M. Graves, Tax Court Memo Decision, 

May 14, 1952.) 

The Tax Court persists in its effort 
to hold a corporation free of tax on 
sales of its own capital stock where it 
had not dealt in its own shares as it 
might have dealt in the shares of an- 
other corporation. In this case the 
stock had been purchased by the cor- 
poration as a convenience to its em- 
ployees. In 1946 some of the stock was 
sold to qualify a director. Later in the 
same year the rest of the stock was 
sold to raise capital for expansion pur- 
poses. 

(The Landers Corporation, Tax Court 

at Decision, June 9, 1952; appeal pend- 

ing. 


Compensation for Services 


a) Where the taxpayer rendered 
professional services and, in considera- 
tion therefor, a payment was made di- 
rectly to a religious organization, said 
payment was deemed to constitute in- 
come to the taxpayer for services ren- 
dered. Presumably he would be en- 
titled to a deduction for charitable con- 
tributions provided the payee was a 
properly qualified organization and 
subject to the percentage limitation on 
such deductions. 

(George C. Johnson, Tax Court Memo 

Decision, January 17, 1952; appeal pend- 

ing. ) 

b) An amount received from an em- 
ployer toward the purchase of a resi- 
dence was demed taxable income even 
though part of a moving program, and 
even though employee was being forced 
to move from a low to a high rent area. 

(Joseph A. Le Grand vy. United States, 

U. S. District Court, Northern District of 

Ohio, June 20, 1952; Jesse S. Rinehart, 18 

TC—No. 79, June 26, 1952.) 

c) Payment of medical expense of 
an employee by an employer is deduc- 
tible as additional compensation and 
presumably would be taxable as such 
to the recipient. 
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(Mary Sachs, Tax Court Memo Decision, 

August 20, 1952.) 

If, however, these payments are made 
under a company plan which is the 
equivalent of a health insurance policy, 
the proceeds would be exempt to the 
employee under Section 22(b)(5) of 
the Code. 

(Arnold W. Epmeier v. United States, 

CCA-7, October 29, 1952.) 

d) Taxpayer received a commission 
check for 1946 services on December 
31, 1946, but after banking hours. It 
was held that taxpayer realized his in- 
come upon receipt of the check in 1946. 
Payment by check is conditional pay- 
ment subject to the condition that the 
check will be honored upon presenta- 
tion ; once such presentation is success- 
fully made payment relates back to the 
date of delivery. 

(Charles F. Kahler, 18 TC—No. 3, April 

4, 1952.) 

Absence of book entries will not defeat 
constructive receipt to a stockholder- 
employee in the year the resolution of 
payment was adopted and funds were 
available. 

(James J. Cooney, 18 TC—No. 111, August 

20, 1952.) 

e) Rent-free use of an apartment by 
a stockholder-employee was not deemed 
additional income when said use was 
furnished for the convenience of the 
employer-corporation which operated 
a hotel. 

(C. Walter McCarty, U. S. District Court, 

Indiana, May 22, 1952.) 

f) Payments to taxpayer’s wife, pre- 
sumably on account of purchase of 
stock from her, were taxable to tax- 
payer as ordinary income when deemed 
related to future services to be rendered 
by him. 

(Foster G. Beamsley, 18 TC—No. 124, 

September 12, 1952; appeal pending.) 

g) Several decisions issued during 
1952 affected tax calculations under 
Section 107, dealing with compensa- 
tion received for services rendered over 
a long-term period. During 1951 it 
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was established that a partner can share 
in the benefits of this section with re- 
gard to a fee received by his firm even 
though he was not a partner for the 
full period of the services in question. 
In 1952 the court extended this priv- 
ilege to an attorney who was consulted 
on a case and who shared in the fee. 
It was held that he shared the same 
privileges as a partner by virtue of his 
being deemed a joint-venturer in the 
case. It did not matter that his 
services had been of short duration as 
long as the other parties thereto had 
worked on the case for 36 months or 
more. 

(Hubert Van Hook v. U. S., U.S. District 

Court, Northern District of Illinois, August 

8, 1952; appeal pending.) 


Any doubts as to whether a Section 
107 recalculation of prior years’ taxes 
would involve the medical expense and 
contribution deductions of those prior 
years was eliminated by a government 
ruling to that effect. The rule will not 
affect years ended prior to January 1, 
1950. 

(I. R. Mim. No. 43; September 30, 1952.) 


A trustee was not permitted to split 
his commission between income and 
corpus and apply Section 107 to each 
separately. 

(Irving B. Kingsford v. Manning, U. S. 

District Court, New Jersey, November 24, 

1952.) 


In a decision which was rather 
startling to this writer, it was held that 
where a husband and wife filed a joint 
return that included Section 107 long- 
term compensation received by the 
husband, the tax is calculated by al- 
locating one-half of such compensation 
to each spouse and then pro-rating 
each half separately over the period in 
which it was earned. 

(R. E. Lee Marshall v. Hofferbert, U. S. 

District Court, Maryland, May 23, 1952.) 


h) Where an individual contributed 
compensation earned by himself to a 
partnership, said income remained tax- 
able to him and did not become 
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partnership income allocable for tax 
purposes under the company agree- 
ment. 

(W. B. Mayes et al. v. U. S., U. S. District 


Court, Eastern District of Oklahoma, 
August 5, 1952.) 


i) High bracket taxpayers and their 
representatives should be interested in 
a Tax Court decision which held that 
retired insurance salesmen would be 
taxed on renewal commissions when 
received under a special retirement 
election and not when earned under the 
terms of the original insurance con- 
tracts. Upon retirement the salesmen 
were entitled to collect commissions on 
renewals and could receive same as 
premiums were paid to the company. 
In the alternative an irrevocable elec- 
tion could be made to take them in in- 
stallments over a period of 180 months. 
Petitioners made an election to take 
$1,000 a month for a period not to ex- 
ceed 18 months. Their taxable income 
was restricted to the $1,000 a month 
notwithstanding the fact that their ac- 
counts were credited with more on the 
bases of commissions actually earned. 


(James F. Oates et al., 18 TC—No. 69, 
June 20, 1952; appeal pending. ) 


j) The exercise of a stock option 
by an employee was held not to result 
in taxable income. This option was 
not given as compensation but for the 
purpose of granting a proprietary in- 
terest in the employer-corporation. 
The principal factor leading to this 
conclusion was the fact that the option 
agreement survived termination of em- 
ployment. 

(Donald B. Bradner, Tax Court Memo 

Decision, June 4, 1952; appeal pending.) 

(A similar conclusion was reached in the 

case of Martin L. Strauss IJ, Tax Court 

Memo Decision, July 30, 1952; appeal 

pending. ) 

k) A mining engineer who received 
a share of future mineral production 
for his services in bringing operators 
and owners together was held entitled 
to a depletion deduction. His con- 
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tract rights were deemed an economic 
interest in the mines. 
(William R. Van Slyke, Jr. v. Kelm, 


U. S. District Court, Minnesota, September 
15, 1952.) 


Section 102 Surtax 


The writer was able to note twelve 
1952 decisions dealing with the imposi- 
tion of the Section 102 surtax for im- 
proper accumulation of surplus. The 
government was successful in only 
three of them. In those three decisions 
the courts noted the following : 


(1) Taxpayer’s claim that $100,000 
out of its $156,000 surplus was re- 
quired to erect a new theatre “within 
a reasonable time in the future” was 
rejected because the existing structure 
was available for 3% years under lease 
and the corporation had never con- 
sidered the purchase of any particular 
parcel of land. Corporate minutes, os- 
tensibly setting forth taxpayer’s intent, 
were considered “self-serving state- 
ments of a sole stockholder” and were 
to be “weighed as such.” 

(Twin City Theatres, Tax Court Memo 

Decision, May 12, 1952.) 

(2) The surtax was levied notwith- 
standing taxpayer’s assertions that its 
accumulation of surplus was needed for 
the following reasons: 


(a) The business was extremely 
hazardous due to wide fluctu- 
ations in inventory prices. 

(b) Taxpayer’s demolition activities 
gave rise to grave risks of 
loss of life and property. 

(c) Business was highly competi- 
tive. 

(d) The financial resources of tax- 
payer often determined ability 
to bid on larger contracts. 


The court suggested that the taxpayer’s 
line of reasoning would have been per- 
suasive if it were supported by “evi- 
dence detailing specific facts and fig- 
ures.” In other words, taxpayer had 
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failed to establish a factual basis for 
anticipating contingencies. 

(United Iron & Metal Co., Tax Court 

Memo Decision, June 17, 1952; appeal 

pending. ) 

Where a corporation can prove these 
assertions they will be sufficient to 
maintain his position. 

(The Columbus Die, Tool and Machine 

Company, Tax Court Memo Decision, 

October 28, 1952.) 

A review of the nine decisions in 
which the taxpayer was successful 
seems to indicate that the following fac- 
tors carry much weight with the 
courts: 


(a) Specific orders for equipment 
placed as at close of taxable 
year establish basis for pro- 
priety of accumulated earn- 
ings. 

(Little Rock Towel & Linen Supply Com- 

pany, Tax Court Memo Decision, January 

18, 1952; World Publishing Company, 

U. S. District Court, Northern District of 

Oklahoma, February 29, 1952.) 

(b) An expanding corporation 
which can establish a reason- 
able basis for expecting in- 
creases in future inventories 
and accounts receivable will 
generally succeed in proving 
its right to build up its sur- 
plus for these needs. 

(The Lannom Manufacturing Company, 

Inc., Tax Court Memo Decision, February 

21, 1952; Metal Office Furniture Co., Tax 

Court Memo Decision, October 28, 1952.) 

(c) If investments in stocks of other 
corporations are made in the 
normal course of taxpayer’s 
expansion policy, they will be 
considered proper utilization 
of surplus funds even though 
said investments do not re- 
sult in wholly-owned subsidi- 
aries. 

(The Crawford County Printing and Pub- 

ov Company, 17 TC 1404, February 29, 

JS. 

(d) The distribution of stock divi- 

dends rather than cash divi- 
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dends was not indicative of a 
desire to accumulate surplus 
unreasonably where taxpayer 
was able to prove enormous 
expansion and severe risks of 
operation. The court pointed 
to a low current asset ratio, 
absence of investments in un- 
related industries, low cash 
and/or bond balances, etc. to 
support its findings. 

(Kimbell Milling Co., Tax Court Memo 

Decision, March 7, 1952.) 

(e) Repurchase by corporation of a 
portion of its own stock at a 
premium price was proposed 
by Commissioner as evidence 
of an improper accumulation 
of earnings. Court accepted 
testimony by the corporate of- 
ficers to the effect that the 
purpose behind such repur- 
chase was to insure continued 
harmonious operations. 

(Gazette Publishing Company v. Self, 

U. S. District Court, Eastern District of 

Arkansas, March 28, 1952.) 


Loan v. Capital Stock 


Whether a stockholder’s advance to 
a corporation is a true debt or repre- 
sents an additional stock investment is 
an important and oft-litigated issue. 
Its resolution determines whether: 


a) a corporate-debtor has paid de- 
ductible interest or a non-de- 
ductible dividend. 

b) a stockholder-creditor has in- 
curred a bad debt or suffered 
a worthless stock loss (capital 
loss). 

Although it has not been the subject of 
any of the cases on point, the writer 
feels that an even more significant is- 
sue that may arise in this connection is 
whether a substantial principal pay- 
ment on a purported stockholder’s loan 
may be deemed instead a distribution 
taxable as a dividend under Section 
115(g) I.R.C. 

Because of its frequency of occur- 

rence and the importance of a correct 
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solution, this problem is of major con- 
cern to most practitioners. A review 
of some of the pertinent cases on the 
subject should be helpful. 

At the inception of a corporation, 
the Commissioner and presumably the 
courts will frown upon a “thin” capital- 
ization. They can be expected to treat 
stockholders’ loans as additional stock 
investments where: 


a) The amount paid in for capital 
stock is insufficient to accomplish the 
initial function for which the corpora- 
tion was formed, e.g., the acquisition 
of a parcel of real estate, etc. 

b) The equity capital is insufficient 
to provide the corporation’s working 
capital requirements. 

c) The capital structure is such that 
additional advances are required and 
automatically assumed at inception. 

d) The additional advances are 
made in proportion to stockholdings. 

e) The advances are not evidenced 
by notes having a fixed maturity date, 
interest rate and a provision for legal 
action upon default. 

(Samuel T. Tauber, Tax Court Memo 

Decision, March 28, 1952; William Bern- 

stein, Tax Court Memo Decision, February 

8, 1952; George L. Sogg v. Commissioner, 

CCA-6, February 8, 1952; Alfred R. 

Bachrach, 18 TC—No. 57, June 10, 1952; 

Hilbert L. Bair v. Commissioner, CCA-2, 

November 7, 1952.) 

It is significant that loans made some 
time after the original incorporation 
have been considered the equivalent of 
stock where the financial condition of 
the corporation was such as to make 
uncertain the eventual collection of the 
full advance. Loans made under such 
circumstances were considered suspect 
even though not in proportion to stock- 
holdings. 

(W. L. Chesshire, Tax Court Memo Deci- 

sion, February 19, 1952; Erard A. Mat- 

thiessen, et al. v. Commissioner, CCA-2, 

February 15, 1952; Samuel Tauber, supra.) 

That the foregoing conclusions are 
not crystal clear in the minds of the 
judiciary may be gathered from the fact 
that the validity of a stockholder’s loans 
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was upheld in another case because 
they were made in the two years fol- 
lowing incorporation and were not in 
proportion to stockholdings. Nor was 
the court influenced by the unsound 
financial condition of the debtor cor- 
poration. 


(Oren M. Durham, Tax Court Memo 
Decision, March 12, 1952.) 


Where a corporation was adequately 
capitalized for its initial venture but re- 
ceived additional loans from its sole 
stockholder to finance further deals, 
these loans represented bona fide in- 
debtedness even though they amounted 
to $272,000 while the amount paid in 
for stock was only $50,000. It should 
be noted that the loans were on open 
account and no interest was paid there- 
on. 

(C. Walter McCarty v. Cripe, United 

ion} District Court, Indiana, May 22, 


Carelessness upon incorporation of a 
partnership may cause future problems. 
In one case a partnership with a com- 
bined capital of $76,000 was incorpor- 
ated with a stated capital of $50,000. 
The balance of $26,000 was reflected 
as an open account loan bearing no 
interest, having no maturity date and 
calling for no security. The Tax 
Court ruled that there was no adequate 
explanation for fixing the capital at 
$50,000. Hence the $26,000 loan was 
considered as an additional stock in- 
vestment. The writer feels that the 
taxpayers could have avoided difficul- 
ties if they had withdrawn $26,000 of 
assets from the partnership, incorpor- 
ated the residual partnership and then 
made cash advances to the corporation 
as required and evidenced by interest- 
bearing notes. 


(Joseph H. Hubbard et al., Tax Court 
Memo Decision, September 26, 1952.) 


The formation of a simple real estate 
corporation may be influenced by the 
findings of the Tax Court which ap- 
proved the bona fides of debenture 
bonds issued along with stock upon 
incorporation in exchange for real 
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property. In this connection the court 
noted the following: 


a) The market value of the property 
was at least as great as the combined 
face amount of stock and bonds. 

b) The ratio of debt to equity was 
3% to 1. 

c) The debentures were freely 
transferable without the stock, had no 
voting power, bore interest and re- 
flected a fixed maturity date. 

d) The fact that bonds and stock 
were issued in same proportions was 
not sufficient to affect decision. 

(Ruspyn Corporation, 18 TC—No. 43, July 

22, 1952.) 

In another decision decided favorably 
for the taxpayer, the foregoing set of 
facts was complicated by the finding of 
the court that a “thin” incorporation 
was involved. However, it was noted 
that stock and notes were not in same 
proportion and this was sufficient to 
sustain validity of debts. 

(B. M. C. Manufacturing Corp., Tax 

Court Memo Decision, April 16, 1952.) 

In two late 1951 decisions the Com- 
missioner questioned the validity of se- 
curities issued in exchange for stock. 
The Tax Court ruled that the indebted- 
ness in both instances were bona fide 
and allowed the deduction of interest 
thereon. “Unless tax saving is the 
sole purpose, there is nothing to pre- 
vent a taxpayer from exchanging an 
instrument of proprietorship for one of 
indebtedness.” Whether the Commis- 
sioner would have been more success- 
ful if he had attacked the exchange 
from the point of view of the stock- 
holder recipients is a question to con- 
jure with. 

(Sabine Royalty Corporation, 17 TC 1071, 

(Acq.), December 29, 1951; H. E. Fletcher 

Company, Tax Court Memo Decision, 

October 26, 1951.) 

Finally it should be noted that where 
an individual taxpayer was deemed in 
the business of exploiting patents either 
directly or by organizing, financing and 
participating in the management of 
various corporations, he may deduct as 
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a business bad debt (fully deductible) 
an uncollectible loan to one such cor- 
poration. 
(Estate of J. S. Stokes, Tax Court Memo 
Decision, November 21, 1951; appeal pend- 
ing. ) 


Real Estate 


Advance payments of rent constitut- 
ed income when received by an accrual- 
basis taxpayer notwithstanding the fact 
that they were to be used to finance 
construction of necessary improve- 
ments required under the lease. Thus 
income may result in one year with 
off-setting deductions available only 
over a term of years. It might be ad- 
visable for the tenant to arrange for 
an outside loan secured by the lease 
instead of being financed by advance 
rent payments. 


(Palm Beach Aero Corporation, 17 TC 
1169, January 15, 1952.) 


Where the lease specifies that an ad- 
vance payment to be received by the 
landlord is security to insure proper 
performance by the tenant and is re- 
turnable unless appropriated to make 
good a default by said lessee, the pay- 
ment will not be taxed as rent when 
received. 

(John Mantell, 17 TC 1143 (Acq.), Janu- 

ary 14, 1952.) 

On the other hand, this must be spelled 
out in the lease and must not merely 
represent the intention of both parties. 
Correcting an original lease to spell out 
this intent will not hold water with the 
court. 

(Jack August et al., 17 TC 1165, January 

14, 1952.) 

The act of increasing a mortgage to 
a point where it exceeds the cost basis 
of the mortgaged property does not 
create taxable income. Foreclosure of 
such a mortgage will, however, create 
income even though there is no per- 
sonal liability on the indebtedness. 

(Woodsam Associates, Inc. v. Commission- 


er, CCA-2, July 8, 1952.) 
A sale of real estate subject to the 
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right of possession being retained by 
the seller for a term of years is recog- 
nized as a sale but the income for the 
retained term is taxed to the seller. 
(McCulley Ashlock, 18 TC—No. 49, May 
28, 1952.) 
Similarly, a sale of lands subject to a 
lease was held a bona fide sale fixing 
the year of deductibility of the loss 
therefrom. 
(Wisconsin Electric Power Company, 18 
TC—No. 48, May 23, 1952.) 


The sale of a mining claim under an 


agreement reserving to the sellers for 
a 30-year term the right to all ore in 
excess of 1,000,000 tons was deemed 
a sale and not a lease. 

(Arthur E. Moreton, Tax Court Memo 

Decision, May 14, 1952.) 

The holding period of a constructed 
building starts with the date of its com- 
pletion. 

(M. A. Paul, 18 TC—No. 71, June 23, 

1952.) 

A group of eight individuals operat- 
ing a hotel property under a long-term 
lease as a joint venture subject to a 
trust agreement was not considered an 
association taxable as a corporation. 
The Commissioner’s contention that 
there was centralized management was 
rejected. 

(The Olmstead Hotel, Tax Court Memo 

Decision, June 30, 1952; appeal pending.) 


When Taxable or Deductible 


Bonuses to employees were accrua- 
ble in the current year when author- 
ized by the Board of Directors 
although payment wasn’t made until 
the following taxable year. 

(Produce Reporter Company, 18 TC 69, 

April 10, 1952.) 

Deductions erroneously allowed in 
barred years may not be arbitrarily add- 
ed back to income in the year of 
examination merely because the deduc- 
tion secured an unwarranted tax 
benefit. 


(Streckfus Steamers, Inc., 19 TC—No. 1, 
October 6, 1952.) 
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Conversely, however, it was also held 
that income improperly taxed in a prior 
year under a Bureau settlement could 
be included again in a current year’s 
taxable income. 

(Motors Securities Company Inc., Tax 

Court Memo Decision, March 30, 1952.) 

In a somewhat questionable decision 
the Tax Court ruled that income from 
a subcontract did not accrue, even 
though completed, when the right to 
demand and receive payment came into 
existence in the subsequent year. The 
contract provided that the prime con- 
tractor was not obligated to make pay- 
ment until he himself had been paid by 
the owner. 

(H. W. Lancaster, Tax Court Memo Deci- 

sion, November 17, 1952.) 

Where interest on an obligation is 
not payable except out of income and 
only when declared, it is deductible to 
an accrual basis taxpayer in the year 
the contingent liability becomes abso- 
lute. 

(Pierce Estates, Inc. v. Commissioner, 

CCA-3, March 6, 1952. 

Where the Commissioner switches 
a taxpayer’s method of reporting in- 
come for tax purposes from the cash 
to a true accrual basis he must give 
proper effect to the opening inventory 
and accounts receivable. 

(Commissioner v. Marion Richard Schuy- 

ler, CCA-2, April 14, 1952; Commissioner 

v. George H. Cohn, CCA-2, June 3, 1952; 

George V. Gilbert, Tax Court Memo Deci- 

sion, June 18, 1952; appeal pending.) 
These do not represent cases where an 
improper method of accounting had 
been adopted by the taxpayer and 
changed by the Commissioner, but 
merely instances where the taxpayer 
reported his income improperly for tax 
purposes. It should be noted that the 
court denied a _ negligence penalty 
where the deficiency resulted primarily 
from the change in the method of re- 
porting income. (George V. Gilbert, 
supra). On the other hand where the 
books of account as well as the tax re- 
turns reflect the wrong method of ac- 
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counting, the Commissioner, in making 
his adjustments at the close of the year, 
is not obliged to make similar adjust- 
ments at the beginning of the year. 

(J. H. Welp v. U. S., U. S. District Court, 

Northern District of Iowa, March 10, 1952; 

appeal pending.) 

A loss is deductible in the year in- 
curred and not in a subsequent year 
when cash is actually advanced to cover 
the investment even to a cash basis 
taxpayer. 

(Estate of Charles D. Carter v. Commis- 

sioner, CCA-6, February 18, 1952.) 


Excess Profits Tax 

Many of the 1952 decisions involving 
the World War II Excess Profits Tax 
would appear to be applicable to the 
present law and are outlined below: 

(a) Where a taxpayer corporation 
elects to exclude discount on reacquired 
bonds from taxable income under Sec- 
tion 22(b)(9) I.R.C. and instead ad- 
justs the basis of its assets, it may not 
include said discount in its accumulated 
earnings for invested capital purposes. 

(Bangor and Aroostok Railroad Company 

v. Commissioner, CCA-1, December 31, 

1951.) 

(b) The cancellation of indebtedness 
by a non-stockholder represents an item 
properly includible in equity invested 
capital as property paid in as a con- 
tribution to capital to the extent of the 
basis of the debt in the hands of the 
contributor. 

(Crean Brothers, Inc. Vv. 

CCA-3, March 17, 1952.) 

The Tax Court has specifically re- 
fused to follow the Crean decision on 
this point. 

(The Akron Dry Goods Company v. Com- 


missioner, 18 TC—No. 143, September 29, 
1952.) 


Commissioner, 


(c) Under the prior act an indebt- 
edness was includible in borrowed capi- 
tal only if it was “bona fide”. Under 
the present excess profits tax law a 
loan constitutes borrowed capital if 
“incurred in good faith for the purposes 
of the business.”’ The determination of 
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the nature of a corporate liability from 
the foregoing point of view was dis- 
cussed in two 1952 decisions. 

Loans used to purchase government 
bonds were properly considered as bor- 
rowed capital. 

(Scofield v. John Bremard Company, 

CCA-5, June 12, 1952.) 

In another case, taxpayer corpora- 
tion borrowed money to buy Federal 
Land Bank bonds. The interest cost 
on the debt was greater than the inter- 
est income from the bonds. The invest- 
ment was made on the mistaken notion 
that the interest expense would be de- 
ductible while the interest income 
would be exempt, thereby producing 
a substantial tax savings. There was 
no evidence to show that the purchase 
of the bonds was motivated by a desire 
to increase its credit. The Tax Court 
ruled that the loans represented “bor- 
rowed capital” having been motivated 
by a business purpose. 

(Pacific Affiliate, Inc., 18 TC—No. 146, 

September 30, 1952.) 

(d) Stock issued for services ren- 
dered may not be included in equity in- 
vested capital. “The services, however 
valuable, are neither money nor prop- 
erty nor is their value known. Upon 
this basis, therefore, no inclusion in 
equity invested capital is warranted... 
since neither money nor property was 
paid in.” 

(Bard-Parker Company, Inc., 18 

No. 152, September 30, 1952.) 

(e) The Tax Court refuses to fol- 
low The Stanton Brewery, Inc., case 
(C.C.A.-2) and denied to a parent cor- 
poration the use of the unused credit 
of a merged subsidiary. 


(California Casket Company, 
No. 7, October 15, 1952.) 


TCH 


19 TC— 


Miscellaneous Deductions 

Practitioners and taxpayers alike are 
always interested in cases involving tax 
deductions. The following were deemed 
noteworthy of mention: 


(1) Payments in settlement of 
O.P.A. suits under the World War I 
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law were allowed as ordinary and 
necessary business expenses : 


(a) Where the price increases 
were innocently made in contempla- 
tion of an O.P.A. order which was 
never issued, although officials had 
indicated it would be. 


(Hershey Creamery Company v. U. S., 
Court of Claims, January 8, 1952.) 


(b) Where the overcharges were 
innocently made and taxpayer had 
exercised due and adequate care to 
conform to the law. 

(Maier Brewing Company v. U. S., U. S. 

District Court, Southern District of Cali- 

fornia, January 30, 1952; Ben B. Bodne, 

Tax Court Memo Decision, May 12, 1952: 

Michael Markovits, Tax Court Memo De- 

cision, July 31, 1952.) 

Where taxpayer cannot prove that 
overcharges were innocently and un- 
intentionally made, the same payments 
are “penalties” and cannot be deducted. 

(Estate of Walter Norwood, Tax Court 

Memo Decision, May 27, 1952; Almor 

Dress Co., Inc., Tax Court Memo Decision, 

September 25, 1952.) 

(2) Amounts spent by an executive 
employee entertaining salesmen under 
his supervision were held deductible as 
ordinary and necessary expenses of his 
business as field manager. Taxpayer 
was able to prove that maintaining 
friendly relations between himself and 
his salesmen had a direct relation to 
his compensation as sales executive. 

(Harold A. Christensen, 17 TC 1456, 

March 7, 1952; Acq.) 

(3) Payments “in lieu of interest” 
by a husband to his wife-creditor under 
an agreement to give her 25% of the 
profits of his business were held de- 
ductible as interest. Under the prevail- 
ing local law, interest was deemed pay- 
ment for the use of money, and there is 
no limitation as to the amount or rate 
of interest which is deductible for tax 
purposes. 

(Karl D. Dorzback v. Collison, CCA-3, 

March 18, 1952.) 


Carrying charges on installment sales 
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are deductible as interest if separately 
stated. 

(Arthur S. McKenzie; Oliver W. Bryant, 

Tax Court Memo Decisions, May 2, 1952.) 

(4) Where income tax issues caus- 
ing a deficiency were being contested 
over a period of time, the additional 
New York State franchise tax result- 
ing from those adjustments did not ac- 
crue until the Federal case was settled. 

(Concord Lumber Co., Inc., 18 TC—No. 

104, August 5, 1952.) 

(5) Contributions to an employees’ 
social welfare trust which helped tax- 
payer’s employees in financial distress 
because of illness, injuries or unem- 
ployment in the family were deductible 
even though the trust did not qualify 
under Sections 23(p) and 165 of the 
Internal Revenue Code. They are de- 
ductible, however, as charitable con- 
tributions and subject to their limita- 
tions. 

(J. T. Moss Tie Co., 18 TC—No. 25, May 

7, 1952; appeal pending. ) 

(6) An amount subscribed and paid 
to a development and promotional as- 
sociation of merchants for advertising, 
the benefits of which were expected to 
extend over a period of years, was de- 
ductible in full in the year of payment. 

(Consolidated Apparel Co., 17 TC 1570, 

March 21, 1952; appeal pending.) 

(7) Expenses incurred in the de- 
velopment of a new product were held 
to be capital expenditures and not de- 
ductible. 


(J. R. Clem, Tax Court Memo Decision; 
December 29, 1951.) 


Research and development expense 
which led to the development and pro- 
curement of patents are capital expen- 
ditures, but those which did not are 
deductible currently as ordinary and 
necessary business expenses. 
(Lanova Corporation, 17 TC 1178, January 
16, 1952; Acq.) 
The problem of the proper tax handling 
of research expense was finally made 
the subject of a policy statement by 
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Commissioner Dunlap before the Joint 
Committee wherein he stated, “It is the 
policy of the Bureau where the tax- 
payer under its established method of 
accounting has elected to adopt the 
practice of charging to expense re- 
search and development costs, to allow 
such costs as deductions in computing 
net income.” 

(8) Where a trust remainderman 
purchases a life estate from an income 
beneficiary, he is entitled to recover his 
cost by amortization deductions over 
the life expectancy of such beneficiary. 
This case seems worthy of further 
study by tax practitioners as a means 
of converting high bracket income into 
capital gain. 

(Laird Bell vy. Harrison, U. S. District 

Court, Northern District of Illinois, Sep- 

tember 17, 1952.) 

(9) Corporate taxpayers, whose 
taxable years under the old excess pro- 
fits tax law are still open, should note 
that the Courts of Claims has ruled 
that the net operating loss must be 
calculated by allowing as a deduction 
the excess profits tax for the preceding 
year paid during the year of loss, not- 
withstanding the fact that the taxpayer 
is on the accrual basis. 

(Olympic Radio & Television, Inc., U. S. 

Court of Claims, November 4, 1952.) 
This would appear to conflict with the 
Tax Court’s view. 

(Lewyt Corporation, 18 TC—No. 151, 

September 30, 1952.) 

Pending further adjudication of this 
issue, protective claims should be filed 
where applicable. 

Those same taxpayers might also be 
affected by the decision of the Court of 
Claims in the case of Wickes Corp. v. 
U. S. (December 2, 1952), which held 
that certifying authorities during 
World War II were without authority 
in limiting the amount of an emergency 
facility subject to amortization to a 
percentage of its cost. They were also 
acting invalidly in refusing to certify 
facilities acquired prior to the date an 
application for a necessity certificate 
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was approved. Taxpayers seeking to 
compel the issuance of a necessity cer- 
tificate covering the entire cost of an 
emergency facility had previously been 
unsuccessful in the courts. This issue 
may also have to be resolved by the 
Supreme Court. 

(10) A voluntary payment by an at- 
torney to his client to reimburse the 
latter for an investment loss incurred 
as a result of the attorney’s advice was 
not deemed an ordinary and necessary 
business expense or a deductible loss. 

(Alexander Slater, Tax Court Memo Deci- 

sion, March 20, 1952; appeal pending.) 

(11) Where an_ individual over- 
states and exaggerates his deductions, 
a negligence penalty may be imposed 
on the ensuing deficiency. 

(Julian A. Martin, Tax Court Memo Deci- 

sion, September 22, 1952.) 

(12) Expense incurred in connec- 
tion with a partial liquidation were 
prorated as follows for tax purposes: 


(a) Portion attributable to the 
distribution of assets—deductible. 

(b) Portion attributable to the 
redemption of stock — non-deduct- 
ible. 


(Tobacco Products Export Corporation, 
18 TC—No. 138, September 25, 1952.) 


Miscellaneous Decisions re 
Taxable Income 


Where a lump sum of money is re- 
ceived in settlement of various claims, 
an allocation of specific amounts to 
each claim may be made where a 
reasonable basis exists therefor. Where 
the claim is for lost profits or to re- 
cover expenses, the recovery consti- 
tutes taxable income ; where an amount 
is received for punitive damages it does 
not constitute taxable income. 

(Glenshaw Glass Company, 18 TC—No. 

108, August 13, 1952.) 

The courts will not always permit a 
breakdown of a lump sum receipt 
where the award itself does not pro- 
vide for same, as for example, in con- 
demnation payments where the tax- 
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payer has sought to allocate between 
an amount received for the lost proper- 
ty and damages to the retained proper- 
ty. However, in another instance a 
subdivision by the taxpayer was per- 
mitted. A breakdown of insurance 
proceeds between depreciable property 
and inventory was allowed even though 
it resulted in a long-term capital gain 
and an ordinary loss. 

(Lehman Company of America, 17 TC 622, 

September 26, 1951; Acq.) 

The income realized upon the sale 
of a. note previously written off as 
worthless with tax benefit is ordinary 
income and not a capital gain. 

(Merchants National Bank of Mobile v. 

Commissioner, CCA-5, November 10, 1952; 

appeal pending.) 

The receipt of a new note consoli- 
dating in its face amount the old note 
plus accumulated interest does not re- 
sult in taxable income to a cash basis 
taxpayer. 

(Joe W. Scales, 18 TC—No. 153, Septem- 

ber 30, 1952.) 

The purchase of an annuity by an 
employer for an employee may be en- 
tirely taxable to the latter in the year 
of vesting. This is not so if the an- 
nuity is acquired from an exempt trust. 

(Elliot C. Morse, 17 TC 1244, January 28, 

1952; appeal pending.) 

The Tax Court affirms the rule that 
no income is realized on principal col- 
lections on notes purchased at a dis- 
count until the entire cost is collected 
where there is uncertainty of payment 
by the debtor. 


(Webster Atwell, 17 TC 1374, February 
27, 1952.) 


Taxes Generally 


a) Interest on a deficiency is not 
eliminated by a loss carryback which 
eliminates the deficiency even where 
said deficiency was never assessed. 


I 


(Harry Newman Rodgers Sr. v. U. S., 


Court of Claims, December 2, 1952.) 
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The Supreme Court had previously 
ruled in the Seeley Tube and Box Co. 
case that interest on an assessed de- 
ficiency remains payable even though 
the deficiency is wiped out by a carry- 
back loss. 

b) An overstatement of an item of 
cost of goods sold will be deemed to 
result in an omission of gross income 
and, if sufficient in amount, may ex- 
tend the statute of limitations for an 
additional two years. 

(Uptergrove Lumber Company, Tax Court 

Memo Decision, July 16, 1952; appeal pend- 

ing. ) 

c) Where taxpayer sought, received 
and relied upon qualified professional 
advice, it was not held liable for the 
negligence penalty resulting from: 


1) failure to file a personal hold- 
ing company return. 

(Western Transmission Corporation, 18 

TC—No. 100, July 30, 1952; Burton 

warts Land Corporation v. Commissioner, 

CCA-5, July 24, 1952.) 

2) failure to file an income tax 
return because of a mistaken belief 
that it was an exempt organization. 
(American Association of Engineers Em- 
ployment, Inc., Tax Court Memo Decision, 
March 7, 1952; appeal pending.) 

d) Renunciation of a specific be- 
quest or of an intestate share of an 
estate constitutes a taxable gift. 

(William L. Maxwell, 17 TC—No. 196, 


March 26, 1952; Janthe B. Hardenbergh v. 
Commissioner, CCA-8, June 24, 1952.) 


e) Taxpayer’s arbitrary mark-down 
of closing inventories, presumably to 
account for a depreciation in its value, 
was disallowed for lack of proper basis 
and substantiation. 

(John L. Ashe, Inc., Tax Court Memo 

—— February 29, 1952; appeal pend- 

ing. 





f) A corporate return signed only 
by one officer was an improper return, 
the equivalent of no return having been 
filed at all. Not only is the delinquency 
penalty assessable but the tolling of the 

(Continued on page 206) 


201 











Claims for Refund or Revision of New 
York State Franchise and Income Taxes 


By Frepertck J. McCartny, C.P.A. 


This paper discusses the methods of handling refunds and revisions 
under the New York State franchise and income tax laws, as well 
as the relevant tax department practices and procedures. 


T HE question of refunds gives rise to 
various problems and procedures, 
a complete and detailed discussion of 
which would take considerable space. I 
shall attempt, however, to cover what I 
believe to be the more important points 
relative to the recovery of taxes paid 
and the abatement of taxes not yet paid. 

The discussion will be confined to the 
claims for refund or revision of the 
franchise tax of business corporations 
and the income tax of individuals, resi- 
dent and non-resident. 

Consideration will therefore be given 
to the various causes from which claims 
for refund or revision may arise to- 
gether with the procedures before, and 
the requirements of, the State Tax 
Commission in clearing these claims. 





FREDERICK J. McCartuy, C.P.A., 
has been a member of our Society 
since 1944, and of the American In- 
stitute of Accountants since 1949. 
He is now serving as Vice Chairman 
on the Society’s Committee on State 
Taxation. 

Mr. McCarthy is engaged in prac- 
tice as a Certified Public Accountant 
with the firm of Peat, Marwick, 
Mitchell & Co. 

This paper was presented by him 
at a technical meeting of the Society 
held on October 30, 1952, at the 
Engineering Societies’ Building, un- 
der the auspices of the Committee on 
State Taxation. 
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Corporations 


Of the reasons for filing claims for 
refund or claims for revision the follow- 
ing are the most common: errors on 
the return, changes made by the Fed- 
eral government which result in over- 
assessments, renegotiation of contracts 
by the Federal government, and direct 
assessments by the State Tax Commis- 
sion. 


Statute of Limitations 


The Tax Commission requires an ap- 
plication for revision of franchise tax, 
either under Article 9 or Article 9-A of 
the tax law to be filed on its form 7CT. 
It is, I believe, unnecessary at this time 
to discuss the preparation of the appli- 
cation; however, the period within 
which form 7CT must be filed in order 
to give the Tax Commission authority 
to act deserves our attention. 

Application for revision must be 
made within two years, not from filing 
date, but from the Audit or Assessment 

2. This differs from the Federal rule, 
the Federal dates being fixed by filing 
and for payment dates. However, if a 
return has been reaudited or restated, 
then claim for revision must be filed 
within one year from the restatement 
date. 

For the purposes of clarity, it must 
be understood that the taxpayer on its 
report computes the amount of tax 
which it believes payable under the law. 
The State Tax Commission thereupon 
“audits and states an account” for the 
tax ; that is to say, the State Tax Com- 
mission examines the report, computes 
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Claims for Refund or Revision of N. Y. Franchise and Income Taxes 


the amount of tax payable under the law 
and sends the taxpayer notice thereof, 
which constitutes the original assess- 
ment of the tax. 


Form 7CT 


These forms are not distributed by 
any district office, including New York 
City. They are obtained from the Cor- 
poration Tax Bureau, Albany, New 
York, upon written request. The re- 
quest must contain the name of the tax- 
payer, and details concerning the rea- 
sons for revision or refund. It is quite 
possible that claims may be settled by 
this correspondence thereby obtaining a 
relief from all formalities. A separate 
form must be filed for each year for 
which a refund is claimed, and indica- 
tion must be made on the form as to 
whether the claim is made under Article 
9 or 9A. There must be set forth, in 
detail, the basis for the claim, with a 
statement of the amount actually being 
claimed. 


License Fee (Sec. 181 Art. 9) 


When a change is made in the capi- 
tal structure of a foreign corporation or 
in the amount of capital stock employed 
in this state, the license fee shall be re- 
computed (Form 240 CT) on the basis 
of such change, and there shall be 
credited against the recomputed fee the 
amount of any fee previously paid. But 
if the fee previously paid exceeds the 
fee as recomputed, there shall be no 
refund. 


Interest 


If the Tax Commission ascertains 
that the taxpayer has overpaid its tax 
the Commission will credit (or refund) 
the taxpayer with the amount overpaid 
without interest. 


Renegotiation of Contracts and 
Federal Findings 
As indicated in my last address rene- 
gotiations are now treated in the same 
manner as Federal findings. Accord- 
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ingly, the special New York State 
statute of limitations, relative to Federal 
findings, applies to renegotiations. 
These changes may be reported within 
90 days of final determination, or on the 
next report required under Article 9A. 
This would be reflected on “Schedule 
H”, Page 3, of the 3CT return. 

It should be pointed out that there is 
no provision under Article 9 for filing 
information relative to Federal findings. 
This is because the basis of the tax 
under Article 9 is generally Gross Re- 
ceipts, or Assets and Dividends, but not 
Net Income. However, your attention 
is directed to an exception under Sec. 
182 of Article 9. The Federal govern- 
ment, for example, may disallow 
Officers’ Salaries as being unreasonable 
and excessive in say the amount of 
$50,000. This would then be considered 
a dividend and subject to the 2% tax 
under Article 9. 

Where it has been reported by tax- 
payer that an overassessment was de- 
termined by the Federal government, 
the revenue agent’s report, together 
with a photostatic copy of Form 7776, 
Cert. of Overassessment, should be sub- 
mitted by the taxpayer to the Corpora- 
tion Tax Bureau. 


The changes made by the Federal 
government and as submitted by the 
taxpayer are subject to approval by the 
Tax Commission. If the Commission 
decides that the changes as reported are 
proper, and that income has thereby 
been decreased from that originally re- 
ported to the state, the corporation gen- 
erally speaking is entitled to a refund. 
Regarding the necessity of filing an ap- 
plication for revision following reduc- 
tion in net income by the Federal 
government, the Commissioner, in a 
ruling dated September 15, 1949, ex- 
pressed the opinion that such applica- 
tion is not necessary. However, if the 
taxpayer is dissatisfied with the reaudit 
and restatement made upon the report- 
ing of Federal changes, an application 
on Form 7CT may be filed within one 
year from the reaudit and restatement 
date (under Sec. 214.1). 
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Refund and Credit 

Should the Tax Commission decide 
that taxes had been overpaid, it may 
either credit the corporation with the 
amount of overpayment, or it may di- 
rect that the amount of credit be re- 
funded to the corporation. 

If the corporation is merely credited 
with the overpayment, the corporation 
may assign the credit. It should be 
noted that the credit resulting from re- 
vision can be assigned to any taxpayer 
subject to tax under the same article. 
Thus a credit under Article 9-A can be 
assigned only to a taxpayer subject to 
tax under 9-A, and a “credit” under 
Article 9 can be assigned only to a tax- 
payer subject to tax under Article 9. 
However, refund checks are never so 
assignable. 


War Losses 

These are generally not the subject 
of refunds. It is presumed that “War” 
losses have been deducted to the extent 
allowed by the Federal government. 
However, there are no special provi- 
sions dealing with war losses either 
under Article 9A or 9—the general pro- 
visions would, therefore, apply. 


Judicial Review 

Additional assessments may have 
been made to which the taxpayer takes 
exception. If, after formal and informal 
hearings, the taxpayer decides to take 
further action, such action must be 
brought in the Supreme Court of New 
York. 

The action must be brought within 
90 days from receipt of Tax Commis- 
sion’s final determination. Eight days’ 
notice is required by the Tax Commis- 
sion. The taxes in question must be 
paid or the payment thereof fully se- 
cured. 


Individual Income Tax—Resident 
and Non-Resident 


Statute of Limitations 


It is significant to note that the period 
in which a claim for refund must be filed 
under the income tax law (Article 16 
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and Article 16-A) is within two years 
from the time of filing of the return. 
or within one year from the time of 
recomputation or assessment, which- 
ever is later. For the purposes of deter- 
mining the two-year period in which to 
file a claim for refund, the actual date of 
filing is considered. The State Tax 
Commission has provided Form I.T. 
113 for this purpose. 


Period of Limitation 

The Tax Commission must examine 
the taxpayer’s return and determine 
the amount of tax due within 3 years 
after the return was made (Section 
373). A return is considered as having 
been filed on its due date even though it 
was filed before then. If an extension 
of time for filing has been granted, the 
return is considered to have been filed 
on the last day of the extended period. 


Form IT-113 

The application for refund or revision 
must be signed under oath and filed in 
duplicate. It must set forth in detail 
sufficient facts to state clearly the basis 
of the claim. 

An application for refund may be 
filed within one year from the time of 
recomputation even though a claim for 
refund was not filed within two years 
from the time of filing the return. The 
Tax Commission may consider the facts 
stated on this application and may grant 
relief, but only to the extent of any 
additional amount of taxes shown to 
be due by the recomputation. 


Form I.T. 114—Demand for 

Hearing 

If the taxpayer has been notified by 
mail that his application for revision 
or refund has been denied in whole or 
in part he may demand a hearing on 
Form I.T. 114. This must be filed by 
the taxpayer within 90 days after notice 
of denial. If it is shown upon the hear- 
ing and the evidence submitted that 
there has been an illegal demand and 
payment, the Commission will revise 
and resettle and mail notice of its de- 
termination to the taxpayer. 
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Claims for Refund or Revision of N. Y. Franchise and Income Taxes 


Where an application for revision 
(Form I.T. 113) has been timely filed, 
and it develops at the hearing before 
the Tax Commission that there were 
errors on the return that were not set 
forth in the application, such omission 
does not bar the present correction of 
such errors. 


Interest on Refunds 


As to payment of interest refunds 
by the State, there is no expressed pro- 
vision in the tax law. However, under 
Article 16, the Income Tax Bureau 
will include interest where a tax has 
been illegally exacted. No general rule 
is laid down, each case being governed 
by the circumstances surrounding it. 


Recomputation of Tax as a Result of 
Changes in Federal Return Result- 
ing in Overassessment, and Rene- 
gotiation of Contracts 


If the amount of net income for any 
year of any taxpayer as returned to 
the Federal government is changed or 
corrected by the Federal government 
and the result is an overassessment, or 
when a renegotiation of a contract or 
subcontract with the United States re- 
sults in a reduction of net income, 
such taxpayer shall report the changes 
within 90 days after the final determin- 
ation. However, a nonresident tax- 
payer shall give such notification only 
if the change or the result of renego- 
tiation relates to income taxable to a 
nonresident under Article 16. The 
Tax Commission has approved Form 
I.T. 115 for this purpose. 


Form I.T. 115 

This form provides for the presenta- 
tion of changes by the Federal govern- 
ment and serves as a claim for refund. 
In using this new form, the taxpayer 
must still comply with the ruling to 
report Federal changes to the State 
Tax Commission within 90 days after 
final determination. The form must 
be filed separately and not attached 
to any return. 
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The State, it might be mentioned, is 
not bound by Federal governmental 
changes. 


Nonresidents 


Claim for Credit by Nonresidents for 
Taxes Paid to States or Countries 
with Reciprocal Agreement 


A nonresident of New York State 
seeking credit on New York State re- 
turns for income taxes paid to the State 
or country of his residence must com- 
plete Form IT-112 and attach it to the 
return for the year in which he is seek- 
ing the credit. 

However, failure to file Form IT-112 
with the current return will not in, and 
of itself, prevent the nonresident from 
getting benefit of such a credit if within 
the period provided by law (2 years 
from date of filing return) he files an 
application for refund in the Form 
IT-113 which we previously considered. 


Form 203—New York State Income 
Tax—Nonresident Return 


Where the tax withheld at source is 
in excess of the actual tax due, the 
amount in excess will be shown on line 
20-b and the return itself will then be 
deemed to be a claim for refund of the 
excess as is so stated thereon; hence no 
other form need be filed. 

Ordinarily, nonresident returns show- 
ing overpayments of income tax are 
examined as soon as possible so as to 
determine the amount of tax and to pay 
the refund. At times, however, where 
cross references are required, the refund 
may be delayed. 


War Losses 


These are treated under the appli- 
cable provisions of section one hundred 
twenty-seven of the United States In- 
ternal Revenue Code. 

Notwithstanding any provision of the 
Tax Law, an application for revision 
or refund under this section (358-b) 
with respect to the years beginning 
January 1, 1951, January 1, 1952, and 
the fiscal years ending in 1942 and 1943 
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may be made on or before April 15, 
1951.* (Chapter 193, Laws 1950). 


Abatement of Tax of Members of 

Armed Forces Upon Death 

No tax is imposed in the year of 
death, after Dec. 7, 1941, on any person 
who dies while on active service as a 
member of the armed forces of the 
United States, and no return is required 
to be filed in behalf of such person or 
his estate. If any taxes have been paid 
or collected with respect to the year of 
death, they shall be refunded to the 
widow or legal representative. (Sec- 
tion 378.) 
Credits Against Unpaid Taxes 

Where a deduction is disallowed in a 
given year on the ground that it is ap- 
plicable to a prior year, but not more 
than five years prior thereto, the Tax 
Commission may revise the tax for such 
prior year and recompute the tax. Any 
resulting overpayment may be allowed 
as a credit against the additional as- 
sessment in the later year, but not in 
excess thereof. (Section 373-1.) 


Other Refunds 


Section 373.3 of the Tax Law, under 
Powers of Tax Commission, grants au- 


thority to issue refunds under certain 
conditions. Mr. Harrow in his latest 
booky on New York State taxes ex- 
plains these as follows, and I quote from 
Paragraph 4819 (page 711): 
“Refunds—on initiative of Commission. 


“The Tax Commission is empowered on 
its own initiative to issue a certificate en- 
titling a taxpayer to a refund of taxes, 
‘where no questions of fact or law are in- 
volved and it appears from the records of 
the Tax Commission that any moneys have 
been erroneously or illegally collected from 
any taxpayer or other person, or paid by 
such taxpayer or other person under a 
mistake of facts.’ (Section 373.3). The 
Commission is required to make a record 
in writing of its reasons for issuing such 
certificate of refund. 


“A refund under this section is an ex- 
ception to the three-year limitation. The 
conditions for such a refund are as follows: 


“1, No question of law is involved. 
2. No question of fact is involved. 


3. All the facts are in the reeords of the 
Tax Commission. 


“This provision is employed where a 
decision of a court reverses a ruling of the 
Commission, and also in cases where a 
refund is clearly due but was overlooked 
in the course of audit. The regulations state 
that this power is ordinarily limited to 
cases where arithmetical or other errors of 
computation are clearly shown upon the 
face of the return filed. (Art. 573.)” 


* April 15, 1951, was the last extension granted. 


New York State Income and Franchise Taxes (Second Edition), by Benjamin Harrow. 


"TAO Sasoe sly Inc., New York, 1951. 
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Significant Tax Decisions of 1952 


(Continued from page 201) 


statute of limitations has not been 
started. 
(Pike Holding Company, Tax Court Memo 
Decision, February 8, 1952.) 


g) No gift tax is due on profits re- 


d 
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tained by taxpayer’s wife and trusts 
even though said profits have been 
taxed to him for income purposes. 


Andrew H. Blass, Tax Court 
June 19, 1952.) 


(Estate of 
Memo Decision, 
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Advertising Agencies — Operation Finance 


By S. ZacHary SCHEER, C.P.A. 


An explanation of the nature of the operations of an advertising 

agency introduces this paper. Then, the author outlines a simpli- 

fied, time-saving accounting system, from which may be derived 
the usual accounting reports and supplemental budgetary data. 


ins advertising agency business is a 
personal service business. Each 
agency operates somewhat differently 
from any other, but all follow the same 
basic concepts. 

The principal ingredients of an ad- 
vertising agency are knowledge and 
experience in the successful advertis- 
ing of a product or service. These 
abilities are based on constant study 
and research. 

It is rather strange that, despite the 
skill required, the largest part of an 
advertising agency’s revenue is derived 
from a commission (generally 15%) 
of the selling price of advertising pur- 
chased for the client. In other pro- 
fessions or personal service businesses 
a fee is computed to return the total 
cost plus a reasonable profit. This limi- 
tation of fee is one of many problems 
faced by advertising agencies. 

The presence of trouble is often 
known but the core of trouble is fre- 
quently unknown. In finance, account- 
ing data play a most significant role 
in highlighting problem areas. This 
paper will attempt to illustrate how 
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good accounting can assist in the effi- 
cient day-to-day operation of the ad- 
vertising agency business. 


Evolution 


Although advertising dates back to 
the beginning of civilization, the adver- 
tising agency is a development of 
modern times. 

Before the 20th century, the adver- 
tising agency business was so com- 
pletely disorganized that agencies did 
not know if they represented the ad- 
vertiser or the publisher. Most agen- 
cies were space brokers who bought 
space at wholesale and sold it at retail. 

During the early 1900’s, agencies 
began to establish modes and principles 
of operation. Standard commissions 
were received by all recognized agen- 
cies and service departments were 
beginning. Working techniques were 
being clarified. 

Around 1930, the functions of an 
advertising agency had become well 
known and recognized. Agencies ma- 
tured to the point of competing for 
clients on the basis of who could best 
serve the client. 

Today, the advertising agency offers 
its clients professional service in con- 
nection with idea development, product 
analysis, the development of market- 
ing techniques, the personal attention 
to writing, lay-out, art work, etc. The 
agency also handles the commercial 
elements of the business relating to the 
purchase of advertising space and ma- 
terials, the application of capital and 
regular routines of checking copy, 
measuring ads, buying printing, billing, 
paying and accounting. 
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Agency’s Income 
Agencies generally may be classified 


as: 

1. General advertising—these handle 
clients whose product is advertised to 
the general public through customary 
media such as newspapers, magazines, 
trade papers, farm papers, radio, tele- 
vision, outdoor displays and car cards. 

2. Industrial agencies—these spe- 
cialize in the advertising problems of 
industrial accounts which sell tools, 
machinery, equipment, etc., to the in- 
dustrial consumer and not to the gen- 
eral public. 

3. Agency specialists—these handle 
advertising of an unusual nature such 
as financial, foreign, theatrical, retail, 
etc. ; 

Advertising accounts are classified 
by size of advertising appropriation. 
An account whose annual appropriation 
is $50,000 or less may be considered 
a small account; one whose appropria- 
tion is from $50,000 to $150,000 may 
be considered a medium-sized account ; 
one whose appropriation is from 
$150,000 to $500,000 represents a 
large advertiser ; and one whose appro- 
priation exceeds $500,000 is a very 
large account. 

The commission received from ad- 
vertising media constitutes the largest 
source of income to an advertising 
agency. Until recently, these commis- 
sions compensated the agency for many 
of the services it rendered. During 
the past few years there has been a 
definite trend toward service charges 
in addition to the standard media com- 
missions. At the present time most 
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agencies include the following services 
for the media commissions : 


Developing advertising plans 
Writing advertising copy 
Preparing rough layouts 
Selecting media 
Purchasing advertising materials re- 
quired 
Today, most agencies charge service 
fees for creative services, such as: 
1. Comprehensive layouts 
2. Special copy writing 
3. Special research studies of markets 
or products 
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There are two significant reasons 
for the current trend toward addition- 
al service fees. First, the agencies have 
become more cost conscious. They are 
maintaining better cost records and are 
less inclined to carry the “loss” or 
“break-even” client. Second, the high 
cost of developing television advertis- 
ing makes it impossible to depend solely 
on commissions from this medium. 

Small advertisers are usually han- 
dled on a minimum charge basis. This 
fee is fixed by the agency after it 
determines the cost of the services re- 
quired by the advertiser. 

The agency receives a service fee for 
the materials it purchases for clients. 
It is interesting to note the change in 
the basis of this fee in recent years. 
The agency has always strived to re- 
ceive a 15% fee for this service. How- 
ever, in past years, the 15% was fre- 
quently taken on the cost of the materi- 
als, or approximately 13% of billing 
price. Today, the cost is projected at 
85% and an actual 15% of billing 
price is charged. To illustrate: 








Old Method New Method 
% % 
Billing Billing 
Amount Price Amount Price 
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$391 100% 





$340 87% $340 85% 


51 13 60 15 








$400 100% 
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Advertising Agencies — Operation Finance 


These recent trends in agency income 
were necessitated by the marked in- 
creases in salaries and wages through- 
out our economy. Agencies are severe- 
ly affected by such increases since 58%- 
70% of an advertising agency’s income 
is spent for salaries. 

In the final analysis, what an agency 
has to sell is the accumulated experi- 
ence of its personnel. The fees it re- 
ceives from clients must be based on 
the amount and cost of services per- 
formed for them. 


Credits and Collections 


There are two basic principles gov- 
erning the relationship of client, agency 
and medium, namely : 

1. That the agency is solely liable 

for payment to media. 


2. That the agency shall not finance 
the advertising of its clients. 


The first of these principles is a 
standard provision in all types of ad- 
vertising contracts. The rule is strictly 
enforced in practice. As a matter of 
fact, an agency that cannot discount its 
media charges is considered a poor risk. 

The second principle is one of great 
practicability. Agencies do not have 
excess working capital. They are usu- 
ally organized by people with outstand- 
ing creative ability and limited capital. 
Such capital is needed for daily opera- 
tions, advertising materials (paid in 
advance of collection from clients), 
temporary losses from operations, re- 
search, periods of expansion, etc. Agen- 
cies must maintain an average working 
capital approximating one month’s bill- 
ing. 

The credit risks taken by advertising 
agencies are best illustrated by com-. 
parison with possible gains. Adver- 
tising agencies these days do well to 
net from one and one-half to three per- 
cent of their total sales volume. From 
this, it will be seen that the agency’s 
net profit from handling the account 
of a client spending $100,000 would 
average between $1,500 and $3,000 a 
year. When it is realized that the 
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agency risks as much as $30,000 or 
$40,000 (through advance contracts and 
commitments) to secure a net profit 
of perhaps $2,000, it will be seen that 
little further financial risk can be pru- 
dently accepted. : 

The usual credit terms of an agency 
provide that the client must pay the 
agency a few days prior to the date 
on which the agency must pay the 
media. For all non-media items, the 
usual terms provide for payment ten 
days from the date of the agency’s in- 
voice. Unless the financial position and 
integrity of the advertiser are beyond 
question, these usual terms cannot be 
granted because the possible gain just 
isn’t worth the risk. 

There are a few methods employed 
to reduce the credit risk. One is to 
secure payment prior to cancellation 
dates or require advance payments. 
Another is to obtain guarantees from 
a financial sponsor or parent company 
of advertiser. Occasionally, the med- 
ium is willing to accept a credit risk 
where the agency would not do so; 
the agency is thus relieved of responsi- 
bility. A third way is to cover the 
amount with credit insurance. As a 
matter of fact, if the insurance com- 
pany is willing to accept coverage, it 
reflects a favorable risk. 


Accounting 


The most distinguishing principle of 
advertising agency accounting is that 
all advertising space and materials 
which the agency purchases are spe- 
cifically bought in behalf of a client and 
that each item so purchased should be 
billed. 

Since the advertising agency must 
transact $6.67 in business to receive 
$1.00 in commission (15% of $6.67), 
a large number of transactions must 
be handled in even a moderate-sized 
agency. 

To record transactions in the custom- 
ary Purchase Journals, Accounts Re- 
ceivable and Accounts Payable Ledgers, 


following conventional accounting 
methods used by manufacturing and 
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jobbing businesses requires an enor- 
mous amount of clerical work that is 
not necessary. Most agencies make 
use of the peculiarities of the advertis- 
ing business to simplify recording. 

It might be well, at this point, to 
examine the operating statements re- 
quired by advertising agency manage- 
ment. The general operating statement 
usually encountered includes the nor- 
mal tabulation of results for the month 
and (three months) cumulative, with 
a comparison of actual to budget. The 
major headings in the order used are: 
Billings, Costs, Commissions and Fees, 
Direct Expenses, Gross Profit, General 
and Administrative Expenses, Net 
Operating Profit, Other Income, Other 
Expenses, Net Profit. The first three 
headings include sub-captions segre- 
gating classifications of media. These 
media include the following (as re- 
quired): Newspapers, Magazines, 
Radio Time, Radio Talent and Pro- 
duction, Television Time, Television 
Talent and Production, Outdoor Pro- 
duction, Service Fees, and Non-Com- 
missionable Items. 

Schedules of general and administra- 
tive expense and direct salaries are 
presented supplementary to the general 
operating statement. 

This general operating statement 
should be a recapitulation of individual 
operating statements prepared for each 
client. This is an innovation of recent 
years and there are still many agencies 
unable to produce these highly informa- 
tive operating statements by clients 
serviced. The only difference in form, 
between the general operating state- 
ment and the individual operating state- 
ments, is that the latter terminate at 
gross profit. Studies have shown that 
an application of general and adminis- 
trative expenses to an individual ad- 
vertiser’s operations is an extremely 
difficult item to measure. Such appli- 
cation is, therefore, omitted from the 
individual operating statements for the 
sake of more reasonable comparisons. 
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Books and Records 

The data required for operations 
statements are accumulated in many 
ways by different agencies. The system 
presented below is simple and time- 
saving. With modifications, it is the 
system used in many agencies. The 
author recognizes that the systems of 
some agencies do not resemble the out- 
line below. In some instances con- 
ventional systems have been awkwardly 
adapted to fit agency accounting. These 
same agencies are slowly discovering 
that they cannot feasibly use such sys- 
tems for timely, significant reports. A 
current and orderly preparation of ac- 
counting data requires a system essen- 
tially as outlined below. 

The basic book of original entry in 
the system presented herein is the Sales 
and Cost Journal. The billing price and 
cost of every invoice sent to a client of 
the agency is entered in this journal. 
The record is designed to: * 

1. Accumulate automatically the 

billings and cost of billings for 
each client, separately. 
Classify the billings and cost of 
billings for each client, so that 
the totals for a month or other 
period will show the volume of 
each type of transaction (news- 
papers, magazines, radio time, 
advertising materials, etc.) han- 
dled for each client. 

3. Accumulate the total billings and 
cost of billings for the agency as 
a whole and classify them by 
types of transactions. 

4. Provide a record of charges to 
each client and collections there- 
for, showing the unpaid items 
(accounts receivable detail). 

5. Form the basis for accumulating 
figures through which internal 
controls can be established to 
assure the billing of all items paid 
and the paying of all items billed. 


The Sales and Cost Journal is sum- 
marized monthly and totals posted to 
the General Ledger. The three sum- 
mary entries are: 
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Advertising Agencies — Operation Finance 


Accounts Receivable 
Sales 


Cost of Sales 
Accounts Payable 


Cost of Sales, Advertising Materials 
Unbilled Advertising Materials 


Other Books 


1. Inventory Control Journal 
(Memo only)—This book ac- 
cumulates (by job number) the 
costs incurred; costs of jobs 
billed ; costs of jobs unbilled ; for 
each client. Costs by client are 
recapitulated monthly and totals 
checked to control account. 

2. Voucher Register (for advertis- 
ing materials)—This is a book 
of original entry showing a list 
of suppliers; the monthly pur- 
chases from, payments to and bal- 
ance due each supplier. The total 
of the purchases column is posted 
to unbilled Advertising Materials 
and credited to Accounts Payable 
—Advertising Materials. 

3. Expense Voucher Register—This 
is a book of original entry for 
recording : 

(a) Direct client expenses—These 
are expenses such as travel- 
ing, entertainment, research, 
etc., clearly allocable to each 
of the several clients. Space 
is provided for recording the 
client’s name, the type of ex- 
penditure and the amount. 


(b) General and administrative 
expenses—Columns are pro- 
vided under this heading for 
recording the regular items of 
expense not directly allocable 
to the separate clients. Ex- 
amples are rent, light, tele- 
phone, dues and subscriptions, 
legal and audit fees. 


New business or sales ex- 
penses—These expenses in- 
clude such items as traveling, 
entertainment, gifts, etc., and 
are incurred for the purpose 


(CG) 
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of obtaining new clients. 
Columns are provided for 
prospect’s name, type of ex- 
pense and amount. 

(d) Miscellaneous (general led- 
ger) items — These include 
purchases of furniture, office 
equipment, securities, etc. 

The monthly summary of this 

book is posted to respective ac- 

counts in the General Ledger. 

4. Cash Receipts Journal—A simple 
conventional form is used. 

5. Cash Disbursements—As noted 
above in (2) and (3), all items 
payable by an advertising agency 
exclusive of payroll are accum- 
ulated and credited to one of the 
following accounts-payable con- 
trol accounts: 

(a) Publication space, radio time, 
radio talent and production, 
and outdoor advertising costs 
are credited to respective Ac- 
counts Payable control ac- 
counts directly from monthly 
totals shown in the Sales and 
Cost Journal recapitulation. 

(b) The total of the monthly pur- 
chases of advertising material 
is credited to a separate Ac- 
counts Payable control ac- 
count from the totals in the 
Voucher Register for adver- 
tising materials. 

(c) The total of all unbillable 
agency expenditures as shown 
in the Expense Voucher Reg- 
ister is credited to the Ex- 
pense Accounts Payable con- 
trol account. 

Payments chargeable to these Ac- 
counts Payable control accounts are 
obtained directly from adding-machine 
tapes of file copies of checks. This 
eliminates the need for a Cash Dis- 
bursement Journal. Checks are pre- 
pared in triplicate. The duplicate is 
filed in numerical sequence for the 
purpose of bank reconciliation. The 
triplicate copy is filed in numerical 
sequence separately for space, adver- 
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tising materials, radio time, radio talent, 
production, outdoor and _ expense. 
(Note: A fourth copy of the check 
could be attached to each voucher). 


Payroll 


Salaries are summarized monthly by 
departments. This payroll summary is 
a columnar record with description 
columns for Department and Employee, 
and amount columns for Direct Salar- 
ies, Indirect Salaries, Promotion Sal- 
aries, Billable Salaries (at cost) and 
Total Payroll. Employees are listed 
by departments and salaries inserted 
in appropriate columns. 

Such a summary is required in order 
to obtain a breakdown for proper re- 
cording in the general ledger. For ex- 
ample, departmental totals in Direct 
Salaries are posted to Direct Expense 
accounts such as Executive Salaries, 
Art Salaries, Production Salaries, etc. 
Departmental totals in Indirect Salaries 
are posted to Indirect Salary accounts 
(under General and Administrative ex- 
penses) such as Executive, Art, Book- 
keeping, Checking, Mailing, etc. Pro- 
motional salaries are posted in total to 
Promotional expenses (under Other 
Deductions). Billable salaries repre- 
sent the labor cost of time spent on 
special projects for clients. The total 
of the Billable Salaries column is posted 
to Cost of Billings—Special Projects, 
(includes special jobs ordered by cli- 
ents such as market surveys, research 
projects, etc.) 

The distribution of direct salaries by 
departments is prepared from time re- 
ports maintained by key employees. 
These time reports include time spent 
on clients’ work (direct), time allo- 


PG Sbubienatieenetucn neers 
OTOP T TR OTE ee 
Income from commissions and fees . . 
Direct expenses (salaries and 
expenses chargeable to clients). . 
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cated to new prospects, and adminis- 
trative time charged to indirect salary 
accounts. 

Salaries of employees not maintain- 
ing time reports may be considered as 
indirect in their entirety. 

A journal entry is prepared from 
summary totals. This summary may 
be used in journalizing the payroll cash 
disbursements. Usually, a_ separate 
bank account is maintained for payroll. 
The gross payroll amounts are taken 
from the payroll summary—the net 
cash and payroll tax deductions are 
taken from the payroll check vouchers. 

The Employer’s portion of payroll 
taxes is, of course, handled by general 
journal entries. 


Budgets 

The operating statements mentioned 
above include budget estimates. These 
budget forecasts are of particular im- 
portance in this business of individual- 
ized service. The very nature of the 
advertising agency business facilitates 
the preparation of budgets. Since ser- 
vice is rendered to each client on a 
“pre-planned” basis, commissions and 
fees may be pre-determined. Direct ex- 
penses may be forecast on the basis of 
past experience. 

The most significant figure in the 
advertising agency budget is Gross 
Profit. It must be at least sufficient 
to absorb indirect costs. It is important 
to know not only what the gross profit 
on each client is, but also what the rate 
of gross profit should be, on the average. 
This rate may be determined by com- 
puting the ratio of total general and 
administrative expense of the agency 
to its total commissions and fees. For 
example, if an agency has: 
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Advertising Agencies — Operation Finance 


and this rate of gross profit is average, 
a basis of 25% for general and admin- 
istrative expense will leave a net profit 
of 15% before taxes. Note that this 
15% net profit based on income is 
equivalent to approximately 2% net 
profit based on billings. The basis used 
in determining operational results, per- 
centage-wise, is optional. The impor- 
tant factor is to be sure that an applica- 
tion of overhead is considered in re- 
viewing operational results of individ- 
ual clients. Overhead expenses must be 
recovered, pro-rata, from each client 
serviced. 

The advertising agency business may 
be less stable than some other types of 
business. The addition or loss of one 
account may have an important effect 
on the operations. Because the total 
volume of transactions may be affected 
by events beyond the control of the 
agency, it may be impossible to pre- 
pare an accurate budget for a period of 
time in excess of a few months. The 
first budget should be prepared for a 
period of one year; this budget should 
then be subdivided into periods of three 
months. At the end of the first three- 
month period, the budgets for the re- 
maining three periods should be re- 
viewed and an additional budget pre- 
pared for the three months following 
the year period of the original budget. 


Balance Sheet 


The advertising agency balance sheet 
is unusual by the absence of invest- 
ments (securities and real estate) and 
the inclusion of large borrowings and 
sizeable cash values of life insurance 
on officers. 

Borrowings and lack of investments 
go “hand-in-hand” in an advertising 
agency. Adequacy of working capital 
Is a constant problem. Expenditures 
for advertising materials tie up work- 
ing funds, but far more important, daily 
Operation requires sizeable expendi- 


tures. The advertising agency income 
dollar (commissions, fees, percentage 
charges) is distributed as follows :* 


Incomes under 


$100,000 to 
Incomes over 
$10,000,000 
eee ere eT Te 58-70% 
Expenses (exclusive of 
WOMENS sissaces 20-34% 
Net profits before Fed- 
eral income taxes... 5-16% 


It is apparent that in an operation as 
“close” as this, not only is capital un- 
available for investment but temporary 
borrowings become a necessity. Long- 
term loans are also required in periods 
of expansion (a condition ever-present 
in many agencies). 

Life insurance on officers is quite 
prevalent in advertising agencies. This 
is a personal service business wherein 
the owners are generally active par- 
ticipants upon whose efforts the profits 
depend. The purpose of insuring the 
lives of principals for the benefit of the 
agency may be to provide funds to help 
the agency over a bad period resulting 
from the death of a principal, or, as 
is more often the case, to provide funds 
to buy out the interest of the estate of 
the deceased. Regardless of how ap- 
plied, it is a security measure well 
taken. 


Conclusion 


John Galsworthy once said** “The 
wish is often mother of the thought.” 
Management sometimes allows its 
wishes to govern its thoughts. In some 
businesses, wishful operation, i.e., op- 
eration without planning, cost- 
consciousness, etc., may show profitable 
results. The advertising agency busi- 
ness is not one of these businesses. It 
is, rather, a business that requires care- 
ful planning and skillful operation. Ac- 
counting can assist by rendering timely, 
analytical reports, prepared from eco- 
nomically maintained records. 


* From the “Fourth Annual Printers Ink Study of Advertising Agency Costs and 


Operations”. 
** in his play, “Loyalties” 
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The Effect on Taxes and Income of the 
Diminishing-Balance Method 


of Depreciation 


By AtvIn Brown 


When, in income tax returns, depreciation can be computed by the 
diminishing-balance method (as now authorized in Canada), there 
are three related effects: depreciation is more, taxes are less, and 
earnings are more, than when depreciation is computed by the 


straight-line method. 


These effects occur only once for any asset 


and its replacements, and are realized in full 
only over a period of years. 


| apebeelrgne most accountants under- 
stand how the accumulation of de- 
preciation reserves in excess of the re- 
quirement of renewal causes the aggre- 
gate book value of depreciable assets 
to be reduced to half their cost. This 
remaining (and permanent) book value 
is exactly half, although the effect is 
often obscured by subsequent additions 
to assets, by inability to forecast the 
life of assets accurately, and by changes 
in the price level. 

For anyone who may doubt this fact, 
Table A offers statistical proof. It 
takes the case of a fleet of 5 trucks, 
each costing 1, purchased over a period 
of 5 years, and thereafter replaced at 
5-year intervals. Each purchase is 
made at mid-year, and depreciation in 
the first year is one-half the annual 
rate. The table shows how the aggre- 
gate net book value is reduced to half 
of cost at the end of the fifth year. 
Thereafter, the annual (straight-line) 





AtvIn Brown is Vice President 
for Finance and a Director of Johns- 
Manville Corporation. He is the 
author of two books, “Organization: 
a Formulation of Principle”, and 
“Organization of Industry” and has 
been a visiting lecturer at Massa- 
chusetts Institute of Technology and 
other colleges. 
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depreciation of 1 always equals the an- 
nual cost of replacement, so that net 
book value remains permanently at half 
of cost. 

Of course, where the assets have dif- 
ferent lives, so that the amount of re- 
placement varies from year to year, the 
net book value will vary also. An ex- 
ample of this is too extensive to include 
in this note, but he who is skeptical can, 
by his own computation, satisfy him- 
self that, over a sufficient period to 
average out these variations, the net 
book value will still become and remain 
one-half of cost. 

Thus, in effect, the excess of accumu- 
lated depreciation over the requirement 
of renewal returns half of the original 
expenditures. Most enterprises use this 
recaptured capital to expand their op- 
erations, and the effect on net book 
value is obscured by additions to as- 
sets ; but nevertheless the conclusion is 
true of any group of assets that has 
been owned for one average life. 

The Dominion of Canada has author- 
ized use of the diminishing-balance 
method of depreciation for purposes of 
income tax. The object of this note 
is to show how use of this method of 
depreciation affects book value, depre- 
ciation, taxes, and income. 

To show the effect of this method, 
we have used the same facts as in the 
foregoing example, with a rate of de- 
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preciation of 40%. Table B shows how 
annual depreciation, though at the out- 
set it greatly exceeds the straight-line 
amount, ultimately becomes stabilized 
at the same amount—which is the re- 
quirement for replacement. It also 
shows how the early excess of depre- 
ciation accumulates to reduce the book 
value, not to one-half the.cost (2.5), 
but to 1.5, or 30% of cost. (The com- 
putations were carried to more decimal 
places, but here rounded off for sim- 
plicity. ) 

Mathematically, the foregoing state- 
ment is inaccurate, because the incre- 
ments of annual depreciation and of re- 
maining book value are infinite. Mathe- 
matically, the statement should be that 
depreciation approaches the require- 
ment of renewal (straight-line basis), 
and that book value approaches 1.5. 
But the statement is accurate enough 
for practical purposes. 

Thus we see that, in this example, the 
diminishing-balance method recovers a 
greater part of the cost than the 
straight-line method does. This greater 
recovery of cost is at the expense of 
earnings, however, because the greater 
reduction in book value is the effect of 
greater depreciation, and the greater 
depreciation has reduced earnings pro 
tanto as compared to earnings on the 
straight-line basis. So the diminishing- 
balance method has only a “book” effect 
in taking some of “straight-line earn- 
ings” to reduce the stated value of 
assets. 

The amount of this reduction will 
depend upon the relation between the 
life of the asset (or average life of the 
assets) and the diminishing-balance 
rate. In the example, an arbitrary rate 
(40% ) was used. The Canadian rate 
for transportation equipment is 30%, 
but for the more important class of 
manufacturing equipment it is 20%, 
regardless of life. If average life is 
about 20 years, the diminishing-balance 
rate is four times the straight-line rate, 
instead of double as in the example. 
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Effect on Taxes and Income of the Diminishing-Balance Method of Depreciation 


But the effect on book value can be 
determined for any life and rate by the 
following formula : 

When C = cost 

V = book value at end of year 
S = straight-line deprecia- 
tion rate. 
D = diminishing-balance de- 
preciation rate 
me CS(1-D) 
D 

Of course, if the diminishing-balance 
rate is too low, it will produce less de- 
preciation than the straight-line meth- 
od. They produce the same amount, 
and consequently book-value is the 
same as for straight-line depreciation, 
when— 

ae 
= 
1+ 2S 

So far, we have found that the dimin- 
ishing-balance method of depreciation, 
at rates authorized in Canada, decreases 
earnings and decreases book value, but 
causes no change in the amount of 
money at the command of an enterprise. 
But at this point a knock on the door 
warns of the approach of Income Tax, 
that villain who so often meddles in 
pure accounting. 

Before we receive him, remember 
that the excess of depreciation by the 
diminishing-balance method is a perma- 
nent excess, just as, for the same rea- 
son, the reduction in book value is a 
permanent reduction. 

Well, this depreciation is a deduc- 
tion for purposes of income tax. The 
amount of tax paid is reduced by the 
amount that results from applying the 
tax rate to the excess of depreciation. 
Since the excess depreciation is perma- 
nent, so is the reduction in tax. 

Of course, a reduction in tax that is 
permanent—never offset by a subse- 
quent increase—is a permanent addi- 
tion to income. This is no “book” 
transfer from earnings to reserve—or 
vice versa. This is real, money-in-the- 
till income. The only event that can 
dissipate it is liquidation of the enter- 
prise. 
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The general conclusion, therefore, is The formula for the added earnings 
that, when there is an income tax is as follows: 
(need that condition be stipulated ?), When E = excess of earnings 


the diminishing-balance method of de- 
preciation produces more earnings than 
the straight-line method, though it is 
a one-time increase and not one that ein TC [D-2S(1-D)] 


T = tax rate 
and other symbols are as before— 


recurs annually. 2D 


TABLE A 


How Accumulating Straight-Line Depreciation 
Reduces Net Book Value to One-Half 


(Purchases, 1 per year) 





Total Annual Depreciation Net 
Year Cost Depreciation Reserve Book Value 
1 1.0 mI il 9 
2 2.0 a 4 1.6 
K 3.0 5 9 2.1 
4 4.0 - 1.6 2.4 
5 5.0 9 2.5 25 
6 5.0 1.0 25 23 
TABLE B 
Effect of Diminishing-Balance Depreciation 
on Net Book Value 
(Purchases, 1 per year) 
Basis for Annual Remaining 
Year Depreciation Depreciation Book Value 

1 1.000 400 .600 

2 1.600 .640 .960 

3 1.960 784 1.176 

4 2.176 870 1.306 

5 2.306 922 1.384 

6 2.384 954 1.430 

7 2.430 972 1.458 

8 2.458 983 1.475 

9 2.475 .990 1.485 

10 2.485 .994 1.491 

11 2.491 .996 1.495 

12 2.495 .998 1.497 

13 2.497 .999 1.498 

14 2.498 .999 1.499 

15 2.499 .999 1.500 

16 2.500 1.000 1.500 
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The Incorporators of The New York State 
Society of Certified Public Accountants 


This paper gives a brief sketch of the life of each of the incor- 
porators of our Society, and suggests that credit for taking the 
first steps for its organization should be accorded to the 
Albany CPA, John Hourigan. 


» i HE earliest printing of the Certifi- 
cate of Incorporation under which 
the State Society was organized—or at 
least the earliest that has been found by 
the Committee on History—was that 
on pages 5-7 of the 1907 Year Book 
which was published sometime after 
May 10, the latest date in the book. As 
there printed, the Certificate was dated 
January 28, 1897, and bore the signa- 
tures of John Hourigan, S. Eugene 
Sargent, Francis Gottsberger, Far- 
quhar J. MacRae and Henry Harney, 
and stated that they were to be the 
directors until the first annual meeting 
of the Society. 

Questions which naturally come to 
mind at once are: By whom were the 
five Incorporators selected for this 
service? Who were these Incorpora- 
tors who were to be Directors? What 
were their qualifications for service in 
such capacities? Two letters printed 
in the Financial Record of January 13, 
1897, may serve as a basis for a search 
for answers to the questions. 

An article in the May, 1949, issue 
of The New York CPA told of what 
seemed to have been the earliest move- 
ment for the Society. For those who 
may not have preserved that magazine 
it may be sufficient to state that it 
quoted from Financial Record a copy 
of a letter which John Hourigan had 
sent all the CPAs in which he sug- 








This is the tenth in a series of 
articles on the History of Account- 
ing in the State of New York. It 
was prepared by the Society’s Com- 
mittee on History. 
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gested the desirability of an association 
and proposed that on some convenient 
date a meeting be held to consider his 
suggestion. The date of his letter was 
not given in the Record. But it must 
have been after December 1, the date 
of the earliest certificates, and before 
January 11, the date when Frank 
Broaker, Vice President of the Ameri- 
can Association of Public Accountants, 
issued a letter in opposition to Houri- 
gan’s suggestion. 

Whether the proposed meeting was 
held has not been learned. Even if 
held, only two who could have attended 
are still living. Paul A. Hourigan does 
not have any of his father’s papers. 
And William J. Nusbaum who was 
with John Hourigan 10 years from 
1902 is “sure that all his files were 
destroyed years ago.” 

However enough of the replies to 
Hourigan’s letters may have been 
favorable to his suggestion for him to 
decide rot to wait for his proposed 
meeting, but to proceed with incorpo- 
ration before Broaker’s opposition 
might cause some to hesitate. He had 
started the movement and probably 
wished to carry it through. And if 
time seemed important to him—as the 
execution of the Certificate only 17 
days after the date of Broaker’s letter 
suggests—he may have decided to se- 
lect the Incorporators himself. If so 
that gives the answer to the first of the 
three questions. 

It is such common practice to take 
up a group of names in alphabetical 
sequence—or in the order of seniority 
—by either of which Gottsberger, like 
Abou Ben Adhem, would have led all 
the rest—that both arrangements were 


217 








The New York Certified Public Accountant 


here considered. But since the sequence 
of the signatures may have been 
planned, not accidental, the Incorpora- 
tors are here briefly considered in the 
order of their signatures. For each a 
brief sketch of his life to the end of 
1896 is given with such later facts as 
may seem to indicate his qualifications 
and why he was chosen for this service. 


John Hourigan 


John Hourigan was born in Albany 
on February 22, 1854, and therefore 
was nearly 43 years of age at January 
25, 1897. His formal education was 
with the Christian Brothers in Albany 
and that he supplemented by serious 
private study. His business life started 
in the Home Savings Bank of Albany. 
It seems that while there employed he 
was interested in banking methods, for 
the January, 1889, issue of The Office 
(Vol. 6, p. 14) printed his letter of 
November 15, 1888, relative to Savings 
Bank Balances and describing his plan 
for getting correct ones. 

The next year, 1889, he organized 
the Safety Building Loan Savings In- 
stitution and was its Secretary many 
years. In that connection he published 
in 1894, “Maturity Tables for Build- 
ing and Loan Associations and other 
purposes.” 

In 1890, he resigned from the Bank 
to devote all his time to public practice. 
Probably he had practiced part-time 
before 1890, for the Financial Record 
of October 15, 1897, stated: “He has 
been practicing as a public accountant 
for seventeen years.” 

And while this brief survey of his 
activities has shown that he was inter- 
ested in accounting principles and pro- 
cedures, it is certain that he was also 
interested in his profession as a whole. 
At that time there were only two so- 
cieties of accountants in the State of 
New York, the Institute of Accounts 
organized in 1882 and the American 
Association of Public Accountants in 
1886. The title page of his book, pub- 
lished in 1894, shows him as a Fellow 
of the earlier society. When he became 
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a member of it has not been learned but 
various references suggest that it was 
probably before 1890, perhaps in the 
middle 1880's. 

In his younger days he was an en- 
thusiastic oarsman at a time when 
shells and outriggers were popular on 
the river. During many years he was 
the only public accountant in Albany. 
He was prominent in the community 
and his church but he never held civic 
or sectarian office. 

Besides the abilities and experience 
here mentioned there was another ac- 
tivity which may have been an addi- 
tional qualification for leadership in the 
formation of the State Society. While 
there is no record of his having partici- 
pated in the drafting of either of the 
CPA bills which were introduced in 
the 1895 Legislature, he was actively 
engaged in that effort only a little later. 

On March 13, 1895, he attended the 
meeting in New York when 45 ac- 
countants were present including about 
20 to 25 members of the American 
Association of Public Accountants, 7 to 
10 of the Institute of Accounts and 
some not members of either society. A 
Committee of 14—so_ called—was 
created to look after the matter. Ac- 
cording to the official record of that 
meeting Hourigan was not a member 
of that committee, though in a paper 
which George Wilkinson read at the 
Pittsburgh meeting of the American 
Society of CPAs on September 29, 
1927, he listed John E. Hourigan (sic) 
as one of the non-member group. But 
Wilkinson was not present at the 1895 
meeting and used second-hand infor- 
mation. Perhaps his statement was 
based directly or indirectly upon a 
story in Business of July, 1896 (Vol. 
16, p. 289) which mentioned the efforts 
made by various individuals and 
stated: ‘The Institute was thus repre- 
sented by its member resident in 
Albany.” 

But while the editor of Business 
acknowledged the help given by Houri- 
gan without specifically naming him, 
merely indicating him by the phrase 
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“its member resident in Albany,” the 
Chairman of the Committee of 14 was 
explicit and moved: 

“That this Association extends its thanks 
to Mr. John Hourigan of Albany, Public 
Accountant, for his services and support 
in the attempt to pass an act to regulate 
the profession of Public Accountants, and 
the Secretary is hereby directed to forward 
a copy of this resolution to Mr. Hourigan.” 

The resolution so moved was adopted 
by the American Association at a meet- 
ing on October 8, 1895 (2 Minutes 71). 

At the next meeting of the Associa- 
tion Trustees, October 24, there was 
read a letter from John Hourigan dated 
October 10, 

“suggesting a meeting of accountants rep- 

resenting different sections of the State in 

November soon after the election for the 

purpose of agreeing upon the text of the 

bill and to select the right Assemblyman 
and Senator to take charge of the matter 

when presented.” (2 Minutes 74) 

The records in 1896 do not mention 
John Hourigan as often as previously, 
perhaps because the Association’s Vice 
President Frank Broaker was in AI- 
bany almost continuously. But in the 
July 18, 1896, issue of the Financial 
Record it was stated that Francis 
Gottsberger—who was Chairman of 
the Committee of 14—and W. Sanders 
Davies—who was a member of the 
Committee—called for Hourigan to ac- 
company them for a conference with 
James Russell Parsons, Jr., director of 
the Examination Department of the 
University. Evidently he was. still 
useful. 

This brings his story to the forma- 
tion of the State Society. Later he was 
an officer of the Institute of Accounts 
as well as of the State Society. He 
retired from practice about 1916 at the 
age of 62 and died July 17, 1932, at 78. 


Sidney Eugene Sargent 


Sidney Eugene Sargent was born in 
1857, date and place not learned. He 
came to New York in 1880 and his 
name appeared for the first time in the 
New York City Directory of 1897. But 
it had been shown in three places in 
1896. The October issue of Business 
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(Vol. 16, p. 443) carried an articie 
copyrighted by him on “How We Will 
Stand with Free Silver Coinage at 16 
to 1.” The August issue had on page 
383 a list of about 125 public account- 
ants and firms, which showed him as 
located at 514 Broadway, though his 
name was not in the similar lists in the 
June and July issues. And in 1896 
CPA certificate #28 was issued to him, 
it being issued in the second group. 
And for that recognition he must have 
shown the Board of Examiners that he 
had been practicing during 5 years, or 
since April 1890 or earlier. 

The April, 1897, issue of Accountics 
(Vol. 1, p. 14) showed that on April 1 
he was elected to the Executive Coun- 
cil of the National Institute of Ac- 
counts. He became a charter member 
of the New York State Society in 
March, 1897, and through that he came 
into the American Association of Pub- 
lic Accountants in 1905. In 1897 also 
he was a charter member of the Na- 
tional Society of Certified Public Ac- 
countants. Business World of Febru- 
ary, 1901, mentioned his removal from 
380 Broadway to 85 White Street. 
And from 1907 the Year Books of the 
State Society and American Associa- 
tion show him located at 41 Park Row 
to 1919, and thereafter at 201 West 
79 Street, presumably his residence in 
the Hotel Lucerne. There is no record 
of his having partners—apparently he 
practiced alone. 

He died in New York February 21, 
1932. 


Francis Gottsberger 


Francis Gottsberger was born in 
New York July 30, 1833, and therefore 
was 631% years of age at January 28, 
1897. He was educated at the Old Co- 
lumbia College Grammar School. His 
business experience was largely in mer- 
chandising and for a considerable pe- 
riod he acted as buyer for large 
mercantile houses in New York and 
Boston. While probably he was not the 
bookkeeper, he came to understand that 
work. He was listed as a public ac- 
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countant in the New York City Direc- 
tory of 1884, but a sketch in the Finan- 
cial Record of October 15, 1897, stated 
that he had been in active practice 15 
years, or from 1882. That article also 
stated that “from the first he made a 
specialty of Surrogate’s accounts.” As 
a result of that experience he published 
in 1902 “An Accountants Guide for 
Executors, Administrators, Assignees, 
Receivers and Trustees.” 

Apparently he did not join the Insti- 
tute of Accounts but he became a Fel- 
low of the American Association of 
Public Accountants on September 15, 
1893. Only 4 months later he was 
elected a Trustee, on January 27, 1894, 
and 2 years later, on January 14, 1896, 
he was elected Treasurer. 

Without any collaboration he drafted 
an accountancy bill which he read to 
the Association February 12, 1895, 
after he had sent it to Senator Daniel 
Bradley for introduction in the Legis- 
lature. The records do not show that 
he had been asked to draft the bill and 
his action seems to have been a sur- 
prise to the Association, which, how- 
ever, at that meeting made him Chair- 
man of the Committee on Legislation. 

When the Gottsberger bill collided 
in the Legislature with one sponsored 
by the Institute of Accounts, he with 
W. Sanders Davies issued a call to all 
public accountants in New York to at- 
tend a meeting on March 13, 1895. At 
this joint legislative meeting he was 
chosen as Chairman and then also 
Chairman of the Committee of 14, 
which against his wishes decided to 
support the Institute bill. 

In 1896, the Vice Chairman of the 
Association Committee on Legislation, 
Frank Broaker, who was also Vice 
President of the Association, took such 
active steps for the bill that Gotts- 
berger was less prominent, perhaps also 
less active. Only two references to him 
in that year have been found. In July 
he with W. Sanders Davies called for 
Hourigan to go with them for a con- 
ference with the Director of Examina- 
tions. And he became CPA #36 in the 
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third group issued. On January 7, 
1897, he wrote resigning as Trustee 
and Fellow of the Association. 

He was a Charter Member of the 
State Society and served it 6 terms as 
Director and 4 terms as Vice Presi- 
dent. He wrote papers on financial and 
accounting subjects for periodicals. In 
1897 he, with Farquhar J. MacRae and 
John R. Loomis, organized the Certi- 
fied Public Accountants Company, 
which however was not listed in the 
New York Directory and may not have 
engaged in practice. In 1902 he wona 
suit for services for which the client 
had refused to pay more than one-half 
of the accountant’s fee. 

He died November 24, 1913, and by 
his will left $100,000 to his church. 


Farquhar J. MacRae 


Farquhar J. MacRae was born in 
Brooklyn April 8, 1862, and was not 
vet 35 years of age when he signed as 
Incorporator. He was educated at 
Erasmus Hall Academy in Brooklyn. 
Prior to beginning practice on his own 
account he had been with Howard 
Bartlett & Co., Selden R. Hopkins and 
Henry Harney. He was first listed as 
a public accountant in the New York 
Directory of 1892 but a sketch in the 
Financial Record of October 15, 1897, 
stated that he had been in practice for 
ten years, so that it seems that he be- 
gan in 1887 or earlier. Early in 1894 
he had John D. Cowan with him as 
MacRae & Cowan. This firm adver- 
tised for assistants, offering $40 per 
week to those- who had five years ex- 
perience and were members of the In- 
stitute of Accounts and only $20 per 
week to English CAs who “had suffi- 
cient experience in this country to 
render them familiar with modern 
methods of bookkeeping.” This was 
inspired by William Waddell’s help- 
wanted notices. Later his firm was 
MacRae, Gardner & Co. with J. A. S. 
Gardner as his partner, but that was 
dissolved early in 1897, after which the 
firm name was Farquhar J. MacRae & 
Co. In 1897, with Gottsberger and 
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John R. Loomis, he participated in the 
organization of the Certified Public Ac- 
countants Company, with an author- 
ized capital stock of $10,000 par value, 
which it seems did not continue in 
practice long if at all. 

He joined the Institute of Accounts 
in 1890 or earlier, had become its 
Secretary by July, 1892, and was ad- 
vanced to Fellow on November 9, 1893. 
On April 1, 1897, he was elected to the 
Executive Council of the National In- 
stitute, and on May 18, 1899, he was 
in Hartford when that chapter was 
formed. 

He received CPA certificate #23 in 
the second group issued in 1896, and 
after signing as an Incorporator of the 
State Society he became a Charter 
Member in March, 1897. He was elect- 
ed a Director in 1897 and 1898, a 
Vice-President four times beginning in 
1899, was elected President on Janu- 
ary 17, 1903, for the vacancy resulting 
from the death of Charles W. Haskins 
and was reelected three times in 1903, 
1904 and 1905. 

On February 5, 1903, he became 
President of the Federation of So- 
cieties of Public Accountants in the 
United States, but resigned on June 17, 
1904, following the withdrawal of the 
New York State Society from the 
Federation. As President of the State 
Society he, with President Loomis of 
the American Association of Public 
Accountants, presided as co-chairman 
at the dinner on October 4, 1904, 
which the two organizations gave for 
the foreign delegates to the Congress 
of Accountants at the St. Louis 
World’s Fair. 

At the age of 85, he died in Brook- 
lyn, March 4, 1947. 


Henry Harney 


Henry Harney was born in Balti- 
more, probably about 1835. His early 
education was by his father E. Rhodes 
Harney, head of Franklin Square 
Female Seminary, and in_ private 
schools. Later he attended the Balti- 
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more College, University of Maryland. 
His business experience in Boston, in 
a large commercial house in Richmond, 
and as Chief Accountant in the Bank 
of Richmond, may have covered about 
5 years, 1856 to 1861. During the Civil 
War he served in the Ist Virginia 
Regiment and was advanced to a cap- 
taincy. MacRae wrote that Harney’s 
northern civilian friends promoted him 
to a major. He came to New York 
after the War and during a part of the 
next 25 years was with Joseph Steiner 
& Company, a tea house. 

He began public practice in 1890 ap- 
parently alone, but later as Harney, 
Cady & Co., Harney, Scott & Co., 
Henry Harney & Co., having as part- 
ners at various times, Charles E. Cady, 
Herbert W. Hills, William E. Kasten- 
dike, John Kastendike, Wilbur A. D. 
Scott, Edward Glardon, Sylvester E. 
Strickland and William Cockcroft. 

He became a member of the Institute 
of Accounts in 1886 and a short time 
later was elected Secretary and, still 
later, served five successive terms as 
its president. He was a member of its 
committee which prepared its CPA 
bill; perhaps he prepared the first out- 
line for it. He attended the joint legis- 
lative meeting on March 13, 1895, and 
was elected to the Committee of 14 and 
to its subcommittee of 5. He received 
CPA certificate #18 in the second 
group issued, and became a Charter 
Member of the State Society in March, 
1897, but resigned December 14, 1899. 
He continued his activity in the Insti- 
tute of Accounts to his death on May 
19, 1910. 


The foregoing has shown that John 
Hourigan was active in the efforts to 
obtain the enactment of a CPA Law; 
that he suggested the formation of an 
association of CPAs; that he assumed 
or was granted the leadership for a 
society ; that probably he believed haste 
was important because of the opposi- 
tion by Broaker, Vice President of the 
Association; that he had many ac- 
quaintances in the Institute of Ac- 

(Continued on page 232) 
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Conducted by BENJAMIN Harrow, C.P.A. 


Franchise Tax—Allocation 


A New York corporation did busi- 
ness within and without the state. It 
had both a regular place of business 
and a permanent and continuous place 
of business outside the state. It was 
therefore entitled to a complete alloca- 
tion of its income. In fact only about 
11% of its income was taxable in New 
York, since most of its activities were 
carried on outside the state. The cor- 
poration sold its business and disposed 
of all of its assets. The sale qualified 
as an installment transaction and the 
corporation so reported it under the 
Internal Revenue Code. Its only asset 
after the sale consisted of notes re- 
ceivable representing the balance due 
on the sale. During the year in issue 
when the only activity of the corpora- 
tion was the collection of the notes, 
could the corporation allocate any of 
the income on the installment sale ? 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving as one of the Vice- 
Presidents of the Society and is also 
on the Society’s Committee on Fed- 
eral Taxation, and is past Chairman 
of its Committee on State Taxation. 
He is also a member of the Insti- 
tute’s Committee on Federal Taxa- 
tion and its Council. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 








New York City. 
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Each year must be considered by it- 
self in determining the right to allo- 
cate income. The allocation percentage 
changes from year to year, the activi- 
ties of each year determining both the 
right to allocate and the extent to which 
the allocation factors will determine the 
degree to which income will be allocated 
to New York or outside of New York. 

Apparently, after the corporation in 
question disposed of its assets it no 
longer had either a regular place of 
business outside the state, which would 
entitle it to an allocation of its inven- 
tory, or a permanent and continuous 
place of business which would entitle it 
to an allocation of its receipts. Since 
it had no place of business outside the 
state after the sale, it is not entitled to 
any allocation on receipts of income 
from the installment sale, even though 
in the previous year only 11% of its 
income was taxable in New York. 

A corporation in receipt of invest- 
ment income may allocate its income 
even though it has no office outside 
the state. This provision in the law 
would not be helpful to the corpora- 
tion under discussion since it had no 
investment capital which would entitle 
it to an allocation. Investment capital 
is defined as investments in corporate 
and governmental securities not held 
for sale to customers in the regular 
course of business, exclusive of sub- 
sidiary capital. Notes receivable are 
not within the scope of the definition 
of securities. 

There is left the possibility that the 
sale of the corporate assets might be 
reported for franchise tax purposes in 
the year of sale as a completed trans- 
action, rather than as an installment 
sale even though it was so reported for 
federal tax purposes. We are mindful 
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of the fact that net income for franchise 
tax is presumably the same as net in- 
come for federal tax purposes. But it 
might be argued that net income as re- 
ported federally does not properly re- 
flect the true net income of the corpora- 
tion. If the Tax Commission agreed 
with the taxpayer it could allow the 
transaction to be reported as a com- 
pleted one in the year of the sale. 


Estate Tax—Nature of the Tax 


Both the federal government and the 
state tax the transfer of property at 
death. The tax accrues whether the 
law is so worded as to tax the right 
to transmit the property at death or the 
right to receive such property at death. 
The distinction is no longer material. 
While death is the generating source 
of the tax, the tax embraces certain 
transfers of property that a decedent 
may have made during his lifetime. 
This has been sanctioned by the courts 
on the theory that such lifetime trans- 
fers are in some vital way associated 
with death and are in essence testa- 
mentary in nature. Courts have found 
it necessary to cut through traditional 
concepts of property and _ property 
rights in taxing such lifetime transfers 
at death in order to prevent the circum- 
vention of death tax laws and to safe- 
guard the revenues. 

Dower rights which are inchoate 
upon marriage have long been included 
in the gross estate as rights which 
ripen only at death (Sec. 249(r) (2) ) 
and therefore are testamentary in na- 
ture and so subject to the estate tax. 

Joint tenancies have been the sub- 
ject of much litigation but it is fairly 
well settled that the gross estate in- 
cludes the value of a decedent’s full 
interest in property as a joint tenant. 
The fact that another person may have 
a legal interest in the same property 
is of minor importance. Only that part 
of the property that is shown to have 
originally belonged to the other person 
1s excluded from the gross estate. For 
example, a bank account in the names 
of a decedent and a spouse would be 
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taxed in the full amount in the dece- 
dent’s estate even though the wife has 
a legal interest in the account, could 
have drawn on the account during de- 
cedent’s lifetime, and acquires the en- 
tire account by right of survivorship. 
(Sec. 249-r(6) ) 

A tenancy by the entirety is a form 
of joint estate where the owners are 
husband and wife. Their interests in 
the property are undivided, but the en- 
tire property would be taxed to the 
estate of the one who died first except 
such part as is shown to have belonged 
originally to the survivor. If the prop- 
erty held by a husband and wife in the 
entirety has been acquired by gift or 
inheritance it is taxable to the extent 
of one-half the value. (Sec. 249-r(5) ) 


Transfers to Take Effect in Posses- 
sion or Enjoyment at or After 
Death 


To tax something at death that a 
decedent does not then own is a rather 
novel idea for a lawyer, as well as a 
layman, to accept and he has not done 
so without an unremitting struggle. 
But the courts have now definitely 
sanctioned the principle that any trans- 
fer of property made by a decedent at 
any time during his life, by trust or 
otherwise, may be taxed at death if the 
decedent, though parting with the legal 
title has retained the possession of the 
property, the enjoyment of the prop- 
erty, the right to the income from the 
property or the right alone or with any 
person to designate those who shall 
possess or enjoy the property or the 
income. If he has retained none of 
these powers, the estate will still be 
taxed on a transfer of property during 
life if the possession or enjoyment of 
property can be obtained only by sur- 
viving the decedent. 

One device for transferring property 
is the revocable trust. The grantor 
transfers the legal title to property in 
trust, but he retains a power to alter, 
amend, revoke or terminate it. If the 
power exists on the date of death of the 
grantor then the transfer was of a testa- 
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mentary nature and the property so 
transferred would be taxed at death. 

The irrevocable transfer in trust may 
sound more invulnerable to the death 
tax then the revocable transfer, but 
it too is drawn into the tax net if in 
some way the transfer may be said 
really to take effect at death. For ex- 
ample, even though the trust is irre- 
vocable the grantor may have retained 
a power to modify it or to change bene- 
ficiaries or there may even be a possi- 
bility that the property might revert 
to the grantor under certain conditions. 
The tax arm will embrace such a trans- 
fer. Since only the death of the grantor 
eliminates these powers, the value of 
the property is taxed at death. 


Power of Appointment 


In recent years this power has ac- 
quired a special significance because a 
life estate coupled with a power of ap- 
pointment qualifies for the marital de- 
duction. Briefly, it is a right given to 
a person to designate who is to receive 
certain property at some future time. 
The most common use of the power of 
appointment is in connection with a 
transfer of legal title to property to a 
trustee wherein the grantor gives a life 
estate in the trust fund to W and fur- 
ther provides that W may name those 
who are to take the property after the 
life estate. 

The law includes in the gross estate 
any property with respect to which the 
decedent has at the time of his death 
a general power of appointment created 
after October 21, 1942. A _ general 
power is one which is exercisable in 
favor of the decedent, his estate, his 
creditors or the creditors of the estate. 
If the general power of appointment 
was created on or before October 21, 
1942, it will be taxed in the estate of 
the person possessing the power only 
if the power is exercised. If the power 
was created after October 21, 1942, the 
mere possession of it at death subjects 
it to the estate tax. To avoid the tax 
on the property subject to the power 
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the donee must renounce or disclaim it 
when the power first comes to his atten- 
tion or release it absolutely. 


Federal Changes in Net Income 


Effective July 1, 1949, the state in- 
come tax law requires a taxpayer to re- 
port a change or correction in net in- 
come made by the federal government, 
This must be reported within 90 days 
of a final determination. (Sec. 367(2)) 
The Tax Commission must assess any 
additional tax due within one year after 
written notice of such change. (Sec. 
373 (4) ) 

By a recent regulation (Art. 57(a)) 
notification of a change must be made 
on a special form (IT-115). If the 
change results in a refund the form 
must be accompanied by a copy of the 
final determination. If additional tax 
is due the details of the changes must 
be indicated on form IT-115 and the 
copy of the final determination need 
not be submitted. The tax must be 
paid with the filing of the return. 

The filing of an amended return with 
the Treasury Department requires the 
filing of a similarly amended return 
with the Tax Commission within 90 
days. 

A change in federal net income ex- 
tends the limitation period for assessing 
an additional tax and likewise extends 
the period for refunds. The regulation 
adds that no refund will be made un- 
less the Tax Commission receives noti- 
fication of the change within the pre- 
scribed time. The Tax Commission also 
reminds us in the regulation that it is 
not required to accept as correct the re- 
ported change but may make its own 
independent investigation. 

The regulation defines a final deter- 
mination as an irrevocable determina- 
tion from which there exists no further 
right of appeal. Included in the illustra- 
tions of a final determination is the as- 
sessment of a deficiency pursuant to 4 
waiver under Section 272(d) where 
no 90-day deficiency notice is issued. 
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Deductions—Use of a Home as 

an Office 

Ordinary and necessary expenses are 
deductible from gross income, while 
personal expenses are not deductible. 
Where the home is also used as an 
office, expenditures may be partly busi- 
ness expenses and so deductible, and 
partly personal and not deductible. 

This situation has come before the 
Tax Court.! In the Newman case, a 
liquor manufacturer’s representative 
maintained an office in his apartment. 
Business mail and telephone calls came 
to his home and also business callers. 
Newman had a desk, a filing cabinet 
and other office equipment in his home. 
He was allowed to deduct a portion of 
his rent, some redecorating expenses, 
and even salary paid to his wife for 
secretarial work as ordinary and neces- 
sary expense of his business. 

Doctors and lawyers who conduct 
their practices from their homes have 
little difficulty in proving ordinary and 
necessary expenses. The business man 
who uses his home as an office is sub- 
ject to the same rules. To prove that 
the home is being used as an office, the 
taxpayer should have some physical 
evidence of an office, such as a filing 
cabinet, a desk and a chair. If business 
mail is directed to the house, the en- 
velopes should be retained as evidence. 
A diary containing a record of business 
visitors is helpful evidence. 

All ordinary and necessary expenses 
in maintaining the office at home are 
deductible, including heating, lighting 
and a portion of the rent or deprecia- 
tion on a portion of the home if the tax- 
payer owns it. The same rules would 
apply under the state income tax law. 


Tax Advantages at Age 65 

Under the Internal Revenue Code a 
taxpayer who reaches the age of 65 
obtains certain tax advantages. First, 
he is entitled to an additional exemp- 
tion of $600. This provision covers 
also the personal exemptions for a 
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spouse 65 years of age. It should be 
noted that no additional exemption is 
allowed for a dependent who is over 65. 
A spouse is not a dependent for this 
purpose. The New York income tax 
law does not presently contain any 
similar provision of an additional ex- 
emption because of ‘old’ age. However 
the personal exemption for a husband 
and wife is $2,500, which is still $100 
more than the personal exemption of a 
husband and wife under the Internal 
Revenue Code even if both spouses 
were 65 years of age. 

The second tax advantage under the 
Internal Revenue Code for a taxpayer 
65 years of age is the elimination of 
the 5% test for the medical expense 
deduction. All medical expenses be- 
come deductible for such taxpayers up 
to the maximum limitations. Medical 
expenses for dependents are still de- 
ductible but only to the extent that 
they exceed 5% of adjusted gross in- 
come. 

The New York law does not pres- 
ently have any similar provision for 
taxpayers 65 years of age. On a joint 
return only such medical expenses as 
exceed 5% of net income are deduc- 
tible with the maximum deduction 
limited to $1,500. 


Deduction for Taxes 


One of our members questions the 
correctness of a ruling that taxes as- 
sessed on furs, cosmetics, jewelry and 
automobiles are not deductible by the 
ultimate purchaser and requests our 
opinion. Art. 141 of the regulations 
provides in part that 

“taxes imposed by the federal revenue act 

or by the statutes of any other jurisdictions 

upon sales, services or facilities are not 
deductible, even though billed as separate 
items, unless under the provisions of such 
statutes the tax is expressly imposed 
against the taxpayer.” (Emphasis supplied.) 
The federal excise taxes assessed on 
furs, cosmetics, jewelry and automo- 
biles are levied against the sellers. 
Sections 2400, 2401 and 2402, of the 


Newman, TC Memo — Docket No. 28955. 
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[.R.C. impose the retailers excise taxes 
on jewelry, furs and toilet preparations. 
Section 2403 reads : 

“Every person who sells at retail any 

article taxable under this chapter shall 

make monthly returns and pay the taxes 
imposed by this chapter.’ (Emphasis sup- 
plied. ) 
This language would appear to im- 
pose the tax upon the retailer who sells 
the specified articles to the ultimate 
consumer. 

If the retailer passes the tax on to 
the ultimate consumer, he is really 
charging that much more for the prop- 
erty he sells. Cabaret taxes and admis- 
sion taxes are deductible because they 
are levied directly on the person who 
seeks admission. The ruling of the 
Income Tax Bureau would appear to 
be correct. 


Estate Tax—Life Insurance 

Proceeds 

A decedent in 1935 at age 62 had 
purchased two separate insurance con- 
tracts. One was a single premium an- 
nuity policy under which the insurer 
was to pay the insured about $1,600 
annually for life. The other was a life 
insurance policy in the face amount of 
$72,000 issued without medical exam- 
ination for which a single premium of 
about $54,000 was paid. The insur- 
ance company would not have issued 
one policy without the other. The de- 
cedent assigned the life insurance policy 
to her children, retaining no rights in 
the policy. The decedent paid a gift 
tax on the gift of this policy. 

The decedent died in 1942. The life 
insurance proceeds were not included in 
the gross estate for estate tax pur- 
poses, but the Commissioner assessed 
a tax on the theory that both contracts 
were really one. The transfer of the 
life insurance contract was really a 
transfer with a retention of income for 
life, this being represented by the an- 
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nual payment on the annuity contract. 
Both the District Court and the Circuit 
Court held for the estate? overruling 
the Commissioner. 

This is an interesting decision since 
the Supreme Court had held that the 
combination of a_ single premium 
annuity-insurance policy was not “‘with- 
in the definition of insurance and so 
not excluded from the gross estate un- 
der a former revenue act.’’> The cases 
seem to be distinguishable only because 
the instant case was based upon two 
separate contracts. Said the court, 
“They constituted independent units, 
two pieces of property.” The court 
placed no legal significance upon the 
fact that the life insurance policy would 
not have been issued without the an- 
nuity. On the contention that the an- 
nuity payments constituted income 
from the insurance policy, the court 
said that the annuity was bought and 
paid for separately just as was the life 
insurance policy. No part of the latter 
contributed to the annuity. 

A strong dissenting opinion leads 
this writer to the conclusion that the 
Supreme Court will probably overrule 
this decision. If not, a way has been 
found to overcome the effect of the Le 
Gierse case. It will be possible to pur- 
chase life insurance at an advanced age, 
without medical examination, tying it 
in with the purchase of an annuity, and 
by making a gift of the insurance policy 
avoid the inclusion of the life insurance 
proceeds in the taxable gross estate. 


Correction: 

Gross Receipts Tax—Dealers 1m 
Merchandise. In the February 1953 is- 
sue we stated that if the spread between 
selling price and cost of goods sold is 
more than 3% and not in excess of 
5%, the tax is at the rate of 49 of all 
New York receipts. This, of course, 
should have read 4 of 1%. 


Estate of Mary A. Bohnen v. Harrison, C. A., 7th Circuit, Oct. 29, 1952. 
Helvering v. Le Gierse, 312 U. S. 531 (1941). 
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Payroll Tax Notes 














Conducted by SAMUEL S. REss 


Social Security and Federal 
Income Taxes 


To claim an exemption for a relative 
receiving social security benefits, these 
conditions must be satisfied; 

(1) The person supported must have 
received less than $600 in gross in- 
come, exclusive of the social security 
benefit received. Any amount received 
as a benefit pursuant to the provisions 
of the social security law whether as 
a survivor’s benefit, a death benefit, or 
an old-age benefit, is not taxable in- 
come for federal income tax purposes. 

(2) The dependent must be a close 
relative, as defined in the Internal Rev- 
enue Code, and the recipient of more 
than one-half of his support from the 
person who claims the dependent. 
However, in figuring whether or not 
more than one-half of the dependent’s 
support has been provided by the tax- 
payer to the dependent, amounts re- 
ceived as social security benefits and 
used for support by the dependent, 
must be considered. 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the Soci- 
ety’s Committees on Clothing Manu- 
facturing Accounting, on Labor and 
Management, and on State Taxa- 
tion. 











Wage and Salary Controls Ended 


Despite the removal of wage and 
salary controls on February 6th, 1953, 
pursuant to the executive order issued 
by President Eisenhower, violators of 
the wage and salary control laws in 
the past may be prosecuted and sub- 
ject to the penalties provided in the 
law while it was in effect. 

Accountants should notify their cli- 
ents not to destroy their wage and 
salary stabilization records and files. 
3e sure to save all records of pay ad- 
justments, wage and salary schedules, 
descriptions of job classifications, ete. 
Preserve all letters of approval by the 
Wage Stabilization or the Salary Stabi- 
lization Board. They may be needed 
to support wage and salary income tax 
deductions on the occasion of an in- 
ternal revenue agent’s examination on 
a later date. 

It should be especially noted that 
provision was made in the order for 
continued authority to enforce penalties 
for past violations of these orders and 
regulations. It does not rescind modifi- 
cations or denials of adjustments in pre- 
vious petitions. However such adjust- 
ments can be put into effect for the 
future without being subject to the pen- 
alty which could have been imposed had 
the adjustment been put into effect in 
the period prior to February 6th, 1953. 

If any petition was pending at the 
time of the executive order it can be 
put into effect just as if approval had 
been granted as of the date of the 
petition. 

The order sanctions adjustments 
made in union contracts which were 
to have been put into effect upon ap- 
proval by the Board. 
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- Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 








Conducted by Max Btock, C.P.A. 


New Federal Rule for Corporation 

Tax Extensions 

Extensions for filing corporation tax 
returns may be requested by account- 
ants in behalf of their clients, without 
having a power of attorney for that 
purpose. The accountants must, how- 
ever, be enrolled practitioners of the 
U.S. Treasury Department. One letter 
may be used to apply for extensions for 
several companies. 

The request must contain, in addi- 
tion to the reasons for the extension, 
the following statements : 

1. The request is made with the 
knowledge and consent of the 
taxpayer. 

2. The accountant is an enrolled 

practitioner. 

Tentative returns need no longer be 
submitted in connection with requests 
for extension of time for filing Federal 
income tax returns. Instead, it is only 
necessary to file Form 7004—State- 
ment in Lieu of Tentative Return of 
U. S. Corporation Income Tax signed 
by two corporate officers or by an en- 
rolled practitioner of the U. S. Trea- 
sury Department, without need for a 
power of attorney. 

If you cannot obtain blanks of Form 
7004, make up your own typed or 
mimeographed copies. They will be ac- 
cepted. (I.R. Mim. 128, 2/9/53.) 

The estimated first installment of the 
tax must be remitted with Form 7004. 





Max Brock, C.P.A. (N.Y., Pa.) 
is a director of the New York State 
Society of Certified Public Account- 
ants and has been the Chairman of 
the Society’s Committee on Admin- 
istration of Accountants’ Practice. 
He is a member of the firm of 
Anchin, Block & Anchin. 
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Partnership Tax Decision 


In the January, 1953, issue of this 
column there was a reference to an 
important decision (Carol F. Hall, 19 
TC-No. 57) involving the interpreta- 
tion of an accounting firm’s partnership 
agreement. The retirement and death 
clauses were involved, and the question 
of good will was discussed in the de- 
cision. 

This department has been informed 
that the two retired partners, who 
were adversely affected by the decision, 
are proceeding with an appeeal to the 
United States Circuit Court of Appeals. 


Reproductions of Tax Returns— 
Note of Caution 


Accountants who are, and who con- 
template, using machines for the repro- 
duction of handwritten or typed re- 
turns for filing with the Treasury 
Department have a special responsi- 
bility. It is to make sure that the 
photographic copies are in very good 
condition as to legibility and cleanliness. 

If the Treasury should find that too 
many handwritten returns are illegible, 
or that the reproductions are faint, 
there is a danger that the permission 
to file this type of copy will be revoked. 
Great care must be exercised to avoid 
such an event, even if it requires re- 
writing or re-reproducing one or more 
returns. 


Reproduction of New Yor. State 
Tax Returns 


Though the Society was unsuccessful 
in its attempt to obtain from the State 
Tax Commission similar reproduction 
privileges as were granted by the Com- 
missioner of Internal Revenue, con- 
tinued efforts will be made to accom- 
plish this objective. 
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ACCOUNTING RESEARCH 
BULLETINS 


No. 37 (Revised) 


Accounting for Compensation 
Involved in Stock Option and 
Stock Purchase Plans 


Issued by the 


January, 1953 


COMMITTEE ON ACCOUNTING PROCEDURE, 
AMERICAN INSTITUTE OF ACCOUNTANTS, 


270 Madison Avenue, New York 16, N. Y. 


This bulletin supersedes Accounting 
Research Bulletin No. 37, “Accounting 
for Compensation in the Form of Stock 
Options,” issued in November, 1948. 


Introduction 

1. The practice of granting to officers and 
other employees options to purchase or rights 
to subscribe for shares of a corporation’s 
capital stock has been followed by a con- 
siderable number of corporations over a 
period of many years. To the extent that 
such options and rights involve a measurable 
amount of compensation, this cost of services 
received should be accounted for as_ such. 
The amount of compensation involved may 
be substantial and omission of such costs 
from the corporation’s accounting may result 
in overstatement of net income to a signifi- 
cant degree. Accordingly, consideration is 
given in this bulletin to the accounting treat- 
ment of compensation represented by stock 
options or purchase rights granted to officers 
and other employees. 

2. For convenience, this bulletin will dis- 
cuss primarily the problems of compensation 
raised by stock option plans. However, the 
committee feels that a the same 
problems may be encountered in connection 
with stock purchase plans sing pi able to 
employees, and the discussion below is appli- 
cable to such plans also. 


Rights Involving Compensation 


3. Stock options involving an element of 
compensation usually arise out of an offer or 


Bulletin 37, “Accounting for Compensation in the Form of Stock Options,” 


agreement by an employer corporation to is- 
sue shares of its capital stock to one or more 
officers or other employees (hereinafter _re- 
ferred to as grantees) at a stated price. The 
grantees are accorded the right to require 
issuance of the shares either at a specified 
time or during some determinable period. 
In some cases the grantee’s options are ex- 
ercisable only if at the time of exercise cer- 
tain conditions exist, such as that the grantee 
is then or until a specified date has been an 
employee. In other cases, the grantees may 
have undertaken certain obligations, such as 
to remain in the employment of the corpora- 
tion for at least a specified period, or to take 
the shares only for investment purposes and 
not for resale. 


Rights Not Involving Compensation 

4. Stock option plans in many cases may 
be intended not primarily as a special form 
ot compensation but rather as an important 
means of raising capital, or as an induce- 
ment to obtain greater or more widespread 
ownership of the corporation’s stock among 
its officers and other employees. In general, 
the terms under which such options are 
granted, including any conditions as to exer- 
cise of the options or disposal of the stock 
acquired, are the most significant evidence 
ordinarily available as to the nature and 
purpose of a particular stock option or stock 
option plan. In practice, it is often apparent 
that a particular option or plan involves ele- 
ments of two or more of the above pur- 
poses. Where the inducements are not 
larger per share than would reasonably be 
required in an offer of shares to all share- 
holders for the purpose of raising an equiva- 
lent amount of capital, no compensation 
need be presumed to be involved. 

5. Stock purchase plans also are fre- 
quently an integral part of a corporation’s 
program to secure equity capital or to obtain 
widespread ownership among employees, or 
both. In such cases, no element of compen- 
sation need be considered to be present if the 
purchase price is not lower than is reason- 
ably required to interest employees generally 
or to secure the contemplated funds. 


was issued in November, 


1948. Issuance of the present bulletin and its expansion to include stock purchase plans was prompted 
by the very considerable increase in the use of certain types of option and purchase plans following the 


enactment in 1950 of Section 


130A of the Internal Revenue Code. 


This section granted specialized tax 


treatment to employee stock tat if certain requirements were met as to the terms of the option, as to 





the circumstances under which the option was granted and could be exercised and as to the holding and 
disposal of the stock acquired thereunder. In general, the effect of Section 130A is to eliminate or mini- 
mize the amount of income taxable to the employee as compensation a. to Shae. to the issuing corpors ation 
any tax deduction in respect of such restricted options. In 1951, the Federal Salary Stabilization Board 
Issued rules and regulations relating to stock options and purchase rights granted to employees whereby 
Options generally comparable in nature to the restricted stock options specified in Section 130A might be 
considered for its purposes not to involve compensation, or to involve compensation enly in limited amounts. 
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Time of Measurement of Compensation 


6. In the case of stock options involving 
compensation, the principal problem is the 
measurement of the compensation. This 
problem involves selection of the date as of 
which measurement of any element of com- 
pensation is to be made and the manner of 
measurement. The date as of which meas- 
urement is made is of critical importance 
since the fair value of the shares under 
option may vary materially in the often ex- 
tended period during which the option is 
outstanding. There may be at least six dates 
to be considered for this purpose: (a) the 
date of the adoption of an option plan; (b) 
the date on which an option is granted to a 
specific individual; (c) the date on which 
the grantee has performed any conditions 
precedent to exercise of the option; (d) the 
date on which the grantee may first exer- 
cise the option; (e) the date on which the 
option is exercised by the grantee; and (f) 
the date on which the grantee disposes of the 
stock acquired. 

7. Of the six dates mentioned two are not 
relevant to the question considered in this 
bulletin—cost to the corporation which is 
granting the option. The date of adoption 
of an option plan clearly has no relevance, 
inasmuch as the plan per se constitutes no 
more than a proposed course of action which 
is ineffective until options are granted there- 
under. The date on which a grantee disposes 
of the shares. acquired under an option is 
equally immaterial since this date will de- 
pend on the desires of the individual as a 
shareholder and bears no necessary relation 
to the services performed.2 

8. The date on which the option is exer- 
cised has been advocated as the date on which 
a cost may be said to have been incurred. 
Use of this date is supported by the argu- 
ment that only then will it be known whether 
or not the option will be exercised. How- 
ever, beginning with the time at which the 
grantee may first exercise the option he is 
in effect speculating for his own account. 
His delay has no discernible relation to his 
status as an employee but reflects only his 
judgment as an investor. 


9. The date on which the grantee may first 
exercise the option will generally coincide 
with, but in some cases may follow the date 
on which the grantee will have performed 
any conditions precedent to exercise of the 
option. Accordingly this date presents no 
special problems differing from those to be 
discussed in the next paragraph. 

10. There remains to be considered the 
date on which an option is granted to a spe- 
cific individual and the date on which the 


2 This is the date on which income or gain taxable to the grantee may arise under Section 130A 


grantee has fulfilled any conditions precedent 
to exercise of the option. When compensa- 
tion is paid in a form other than cash the 
“amount” of compensation is ordinarily de- 
termined by the fair value of the property 
which was agreed to be given in exchange 
for the services to be rendered. The time at 
which such fair value is to be determined 
may be subject to some difference of opinion 
but it would appear that the date on which 
an option is granted to a specific individual 
would be the appropriate point at which to 
evaluate the cost to the employer, since it was 
the value at that date which the employer 
may be presumed to have had in mind. In 
most of the cases under discussion, moreover, 
the only important contingency involved is 
the continuance of the grantee in the employ- 
ment of the corporation, a matter very largely 
within the control of the grantee and usually 
the main objective of the grantor. Under 
such circumstances it may be assumed that 
if the stock option were granted as a part of 
an employment contract, both parties had in 
mind a valuation of the option at the date 
of the contract; and accordingly, value at 
that date should be used as the amount to be 
accounted for as compensation. Ii the option 
were granted as a form of supplementary 
compensation otherwise than as an integral 
part of an employment contract, the grantor 
is nevertheless governed in determining the 
option price and the number of shares by 
conditions then existing. It follows that it is 
the value of the option at that time, rather 
than the grantee’s ultimate gain or loss on 
the transaction, which for accounting pur- 
poses constitutes whatever compensation the 
grantor intends to pay. The committee 
therefore concludes that in most cases, in- 
cluding situations where the right to exercise 
is conditional upon continued employment, 
valuation should be made of the option as of 
the date of grant. 


11. The date of grant also represents the 
date on which the corporation foregoes the 
principal alternative use of the shares which 
it places subject to option, ie, the sale of 
such shares at the then prevailing mz rket 
price. Viewed in this light, the “cost” of 
utilizing the shares for purposes of the op- 
tion plan can best be measured in clear to 
what could then have been obtained through 
sale of such shares in the open market. 
However, the fact that the grantor might, 
as events turned out, have obtained at some 
later date either more or less for the shares 
in question than at the date of the grant does 
not bear upon the measurement of the com- 
pensation which can be said to have been 
in contemplation of the parties at the date 
the option was granted. 


Use 


of this date for tax purposes is doubtless based on considerations as to the ability of the optionee to pay 


taxes prior to sale of the shares. 
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Manner of Measurement 

12. Freely exercisable option rights, even 
at prices above the current market price of 
the shares, have been traded in the public 
markets for many years, but there is no such 
objective means for measuring the value of 
an option which is not transferable and is 
subject to such other restrictions as are usu- 
ally present in options of the nature here 
under discussion. Although there is, from the 
standpoint of the grantee, a value inherent in 
a restricted future right to purchase shares 
at a price at or even above the fair value 
of shares at the grant date, the committee 
believes it is impracticable to measure any 
such value. As to the grantee any positive 
element may, for practical purposes, be 
deemed to be largely or wholly offset by the 
negative effect of the restrictions ordinarily 
present in options of the type under discus- 
sion. From the viewpoint of the grantor cor- 
poration no measurable cost can be said to 
have been incurred because it could not at 
the grant date have realized more than the 
fair value of the optioned shares, the con- 
cept of fair value as here used encompassing 
the possibility and prospect of future develop- 
ments. On the other hand, it follows in the 
opinion of the committee that the value to 
the grantee and the related cost to the cor- 
poration of a restricted right to purchase 
shares at a price below the fair value of the 
shares at the grant date may for the purposes 
here under discussion be taken as the excess 
of the then fair value of the shares over the 
option price. 

13. While market quotations of shares are 
an important and often a principal factor in 
determining the fair value of shares, market 
quotations at a given date are not necessarily 
conclusive evidence.3 Where significant mar- 
ket quotations cannot be obtained, other rec- 
ognized methods of valuation have to be 
used. [urthermore, in determining the fair 
value of shares for the purpose of measur- 
ing the cost incurred by a corporation in the 
issuance of an option, it is appropriate to 
take into consideration such modifying fac- 
tors as the range of quotations over a rea- 
sonable period and the fact that the corpora- 
tion by selling shares pursuant to an option 
may avoid some or all of the expenses other- 
Wise incurred in a sale of shares. The ab- 
sence of a ready market, as in the case of 
shares of closely-held corporations, should 


Official Decisions and Releases 





also be taken into account and may require 
the use of other means of arriving at fair 
value than by reference to an occasional mar- 
ket quotation or sale of the security. 


Other Considerations 

14. If the period for which payment for 
services is being made by the issuance of the 
stock option is not specifically indicated in 
the offer or agreement, the value of the 
option should be apportioned over the period 
of service for which the payment of the 
compensation seems appropriate in the exist- 
ing circumstances. Accrual of the compensa- 
tion over the period selected should be made 
by means of charges against the income ac- 
count. Upon exercise of an option the sum 
of the cash received and the amount of the 
charge to income should be accounted for 
as the consideration received on issuance of 
the stock. 

15. In connection with financial state- 
ments, disclosure should be made as to the 
status of the option or plan at the end of 
the period of report, including the number 
of shares under option, the option price, and 
the number of shares as to which options 
were exercisable. As to options exercised 
during the period, disclosure should be made 
of the number of shares involved and the 
option price thereof. 


The statement entitled “Accounting 
for Compensation Involved in Stock Op- 
tion and Stock Purchase Plans’ was 
adopted by the assenting votes of nine- 
teen members of the committee, of whom 
two, Messrs. Mason and Smith, assented 
with qualification. One member, Mr. 
Knight, did not vote. 


Mr. Mason assented only under the as- 
sumption that if an option lapses after the 
grantee becomes entitled to exercise it, the 
related compensation shall be treated as a 
contribution by the grantee to the capital of 
the grantor. 

Mr. Smith assented to the bulletin but dep- 
recates the failure to recommend disposition 
of the credit arising from compensation 
charges in the case of lapsed options. He 
believes that the failure of the committee tc 
do so is not in the best interest of the pro- 
fession generally, and mav lead to diverse 
treatments inimical to good accounting prac- 
tice. 


NOTES 


_ 1. Accounting Research Bulletins represent the considered opinion of at least two-thirds 
of the members of the committee on accounting procedure, reached on a formal vote after 
examination of the subject matter by the committee and the research department. Except 
in cases in which formal adoption by the Institute membership has been asked and secured, 
the authority of the bulletins rests upon the general acceptability of opinions so reached. 
(See Report of Committee on Accounting Procedure to Council, dated September 18, 1939.) 


’ Whether treasury or unissued shares are to be used to fulfill the obligation is not material to a 


determination of value. 
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2. Opinions of the committee are not intended to be retroactive unless they contain a 
statement of such intention. They should not be considered applicable to the accounting for 


transactions arising prior to the publication of the opinions. 


However, the committee does 


not wish to discourage the revision of past accounts in an individual case if the accountant 
thinks it desirable in the circumstances. Opinions of the committee should be considered as 
applicable only to items which are material and significant in the relative circumstances. 


> 


3. It is recognized also that any general rules may be subject to exception; it is felt, 


however, that the burden of justifying departure from accepted procedures must be assumed 
by those who adopt other treatment. (See Bulletin No. 1, page 3.) 
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The Incorporators of the New York State Society of CPAs 


(Continued from page 221) 


counts during his membership in it of 
7 years or more; that probably he knew 
fewer members of the Association ; that 
he was well acquainted with Harney 
and MacRae of the Institute, perhaps 
also with Sargent, and specially with 
Gottsberger, then a member of the 
Association. 

These facts do not prove, but they 
very strongly suggest, that Hourigan 
selected the Incorporators; and that 
may have been the reason that he was 


chosen for Vice President at the or- 
ganization meeting of the State Society 
on March 30, 1897. 

Others, many others, participated in 
its growth and development. But un- 
less and until other facts prior to its 
incorporation come to light it seems 
that the credit for taking the first steps 
for the organization of the New York 
State Society of Certified Public Ac- 
countants should be accorded to the 
Albany CPA, John Hourigan. 
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AN ADIRONDACK VIEW 


Chapters. A new chapter is being born—Staten Island. 


It’s our first child since 


the illegitimate (according to quondam President Saul Levy) Adirondack Chapter. 
Probably this new child will be a serious little cuss—just as a matter of change. We 
hope it will be wise—being serious won’t guarantee that though—the king’s fool was 


often wiser than the king. 


It won’t be long now before there will be others. The Long Island Chapter for 
the commuters on that famous railroad. The Trinity Chapter for the folks around 


Wall 


Street. 


The Grand Central Chapter for the 42nd Street section. 


The Croton 


Chapter for Westchester CPAs and their reservoirs. And the Rip Van Winkle Chapter 


for Hudson River habitues. 


This all because the Staten Island ferry isn’t anything to brag about. 
Bon voyage to you—Staten I! 


little things make big differences. 


RINTE, 
? IN ° 
U.S.A 


Thus do 


Leonard Houcuton, CPA | 
Of the Adirondack “Chapter 
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